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Daniel Ostrosky 


Managerial Controls 


at Watertown Arsenal 


The Watertown Arsenal engages in basic and applied research, 
designs and develops weapons, and manufactures pilot lots. The arsenal 
uses engineering standards to control direct labor and material costs, 
and it reports variances from standard weekly and monthly. Clerical 
labor has been gradually eliminated in favor of electric accounting 
machines. 

Work measurement is used to gage indirect labor effectiveness. For 
purposes of work measurement and manpower surveys, a finer cost 
center breakdown ts used than is employed for cost accounting. 

Mr. Ostrosky is Comptroller of the Watertown Arsenal. 


WATERTOWN Arsenal is one of eight arsenals of the Army 
Ordnance Corps whose primary mission is to support the weapons 
capability of the Army and, to the extent required, the Navy, the 
Marine Corps, and the Air Force. It is responsible for the develop- © 
ment, engineering, and pilot lot manufacture of assigned items as 
well as for basic and applied research in ferrous metallurgy. The 
versatility of the Arsenal’s capabilities is demonstrated by the fact 
that from its World-War-I product mix of seacoast and railway 
artillery, it was able to change quickly to heavy towed artillery 
during World War II and to atomic artillery, rocket launchers, and 
other special weapons to support our present Army in an atomic 
age. 
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Through the years, the Arsenal has received credit for many 
improvements in metals processing. Since 1948 the Arsenal has 
been a pioneer in the development and pilot manufacture of 
titanium and high-temperature, high-strength alloy steels and in 
the development of ceramic cutting tools. The varied nature of its 
operation is indicative of a special or job-order industry. 

The Arsenal, located in Watertown, Massachusetts, adjacent to 
Boston, occupies an area of about 119 acres. Its facilities include 
thirty-five principal buildings having a total floor area of 2,000,000 
square feet. The present level of employment is approximately 
2,700, of which 1,450 are craftsmen, 250 scientists and engineers, 
and 1,000 clerical, administrative, and auxiliary workers. 


ACCOUNTING SYSTEM 


The Arsenal is financed by a working capital fund. This fund, 
called an “Industrial Fund,” was enacted into law in 1949 as a 
result of the Hoover Commission report to the Congress on budget- 
ing and accounting. It incorporates accrual accounting and the use 
of engineered standards which are integrated into the standard 
cost-accounting system. By the use of such techniques production 
control, which formerly was disassociated from the cost system, 
furnishes the basic quantitative data, which are then translated 
into monetary terms by the use of cost standards. 

The accounting system was installed at the Arsenal on May 1, 
1954, when initial working capital and a charter was provided. 
Since that time a system refinement program has resulted in the 
following improvements: 

a. An accelerated program of engineered standards applied to 
machining operations. ~ 

b. The use of such standards in a weekly and monthly reporting 
of labor effectiveness by machine group and cost center, and 
monthly comparisons of efficiency trends. 

c. Incorporation of standards into statistical standard cost and 
variance reporting by cost center. 

d. Gradual expansion of a complete fixed budget program using 
a master operating budget, a sales budget, a direct labor budget, a 
direct material budget, an overhead budget, and a cash require- 
ment budget, adjusted quarterly for the year ahead. 
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e. Gradual elimination of clerical labor in favor of electric 
accounting machine applications, highlighted by such improve- 
ments as: 

(1) Mechanizing the production control and cost accounting 
systems. As a corollary, pennies were eliminated in the cost system. 

(2) Mechanizing accounting for raw materials and finished goods 
inventories. 

(3) Mechanizing payroll accounting. 

(4) Elimination of many handwritten reports from auxiliary and 
producing departments which fed into the cost system. 

(5) Mechanization of a priced standard stock catalogue. 

(6) As part of the mechanized production control system, the 
furnishing of a weekly unfinished work report and a biweekly 
production schedule or forecast. 

All these improvements and many others were the result of 
management’s ability to concentrate on internal operations, since 
financing was provided from one working capital fund and the 
installation of a single integrated cost-accounting system tied in 
with general ledger control accounts. 


The Comptroller Function 


The staff responsibility for implementing the system of man- 
agerial controls is assigned to the comptroller. At Watertown 
Arsenal, the comptroller function has been developed to as great a 
degree as is authorized by regulation. As in private industry, the 
comptroller furnishes information which is used by all Arsenal 
organizations in managing their operations. As a staff member of 
the management team he is responsible for the following: (a) 
budgeting, (b) finance and accounting (including disbursing), (c) 
management engineering, (d) program review and analysis, and 
(e) internal review. 


Engineered Standards 


An integrated system of management controls depends upon 
the development of a comprehensive system of engineered labor 
standards. It takes a great deal of painstaking work and much time 
to develop such standards. Interest in a standards program at 
Watertown Arsenal dates back to 1907, when Frederick W. Taylor's 
services were used. Unfortunately however, full advantage could 
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not be taken of his concepts and methods. It was not until 1951 
that we decided to change from the use of rule-of-thumb estimates 
to scientifically engineered time standards. We were well on the 
way toward obtaining good coverage for operations in our machine 
shops when the accounting system made possible by the Army 
Industrial Fund was installed. We then were able to use the engi- 
neered standards in our accounting system. To demonstrate the 
vital role which such standards play in our planning and control 
procedures, some of the details of their use are explained below. 
This description also indicates the extent to which we have been 
employing punched-card equipment and a small Univac 120 
computer. 


Control of Job Costs 


Upon receiving an order, a standard cost-estimate sheet is pre- 
pared, which includes a list of parts for the finished assembly and 
the standard times allowed for each operation. The required parts 
are listed on the bill of material, and the standard times on a route 
sheet. A master production and delivery schedule is established 
for each order telling when the route sheet must be written, when 
the bills of material must be processed, approximately when pro- 
duction should be finished, and the desired delivery date. Each 
route sheet is used, among other things, as an instruction sheet for 
the machinist. The production planner indicates on the route 
sheet the desired finished date for a particular part, and forwards 
it to the data-processing section, where a punched card is prepared 
for each operation. The computer adjusts the standard hours by the 
efficiency factor to arrive at the expected actual hours that will be 
required to complete the operation, thereby arriving at the proper 
start date for each operation on each order. This information is 
then punched into an operation and status card. These cards are 
sorted by date and by machine group to derive the number of hours 
loaded into the machine group and the number of hours scheduled 
for production. This information is used to compare scheduled 
hours with the capacity of each machine group, to indicate where 
schedules must be modified, and also to forecast manpower require- 
ments by the addition of hours estimated on jobs received but not 
yet scheduled and on jobs that are out on bids. 
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Job cards are used to record the information necessary for the 
control of work. These cards are prepunched with information 
from the route sheet, including the work order and part number, 
the standard time for the operation, the operation number, the 
grade of skilled worker required, and the machine group. The 
employee clocks in on the card when he begins to work and clocks 
out when the operation is completed. The job card then has 
standard and actual hours and standard grade of skills, in addition 
to the prepunched data. 

The computer then provides the following mathematical results: 

a. Actual labor cost, resulting from the product of the man’s 
hourly rate of pay obtained from a master rate card times the 
actual hours. This enters our cost system as direct labor. 

b. Standard labor cost, resulting from the product of the rate 
of pay of the skill required to do the work times the standard 
hours. This is retained as statistical data for control purposes. 

c. Labor rate variance, resulting from the product of the actual 
hours times the difference between the above two rates of pay. 

d. Time variance, resulting from the product of the rate of pay 
required to do the work times the difference between the actual 
and standard hours. 

e. The standard overhead cost, resulting from the product of the 
standard labor dollars for each cost center times its predetermined 
overhead rate. 

f. Overhead efficiency variance, resulting from the product of 
the predetermined overhead rate for each cost center times the 
difference between the standard and actual labor cost for each cost 
center. 

Prior to computing the variances, which are reported in the 
manner described above, the same basic job cards are used to report - 
quantity (labor hours) information only, at the lowest manageable 
level. The information is reported monthly by cost center, machine 
group, and section for each shift. It measures efficiency and com- 
pares monthly efficiency with a twelve-month moving average. This 
report focuses the attention of responsible officials on efficiency 
trends by areas of responsibility and helps concentrate remedial 
action toward troublesome areas. Two efficiency ratios are reported 
as follows: (a) gross efficiency, which is the quotient of standard 
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hours produced divided by the actual hours worked, and (b) net 
efficiency, which is the quotient of standard hours produced divided 
by actual hours plus delay time due to rejections and production 
delay. 

The information required for control of material is obtained 
from the standard cost-estimate sheet, a portion of which is used 
to reproduce a standard bill of material. This yields the standard 
quantity of material required. Information on material usage 
variance is furnished by reporting the difference between the 
standard quantity times the actual price and the actual quantity 
used times the actual price. By coding the reasons for requesting 
quantities in excess of the standard, we can analyze the reasons for 
the variance, such as engineering change orders, excessive shop 
use, and defective material. 

We obtain the material price variance by establishing standard 
prices for purchased materials. This has been accomplished for 
standard stock, which is our fast-moving material. However, non- 
standard material presents a problem. Such material is purchased 
to meet the specifications of each customer order, and, since the 
material is not repetitively used, there is no basis for a good 
estimate of price. 


MANAGEMENT CONTROL CYCLE 
Internal Operating Budgets 


We use a master fixed budget, which is termed a fixed expendi- 
ture budget. The responsibility for its accumulation is assigned 
to the program analysis branch of the comptroller’s office. This 
branch has budget, review, and analysis fuctions. This internal 
budget is prepared on an annual basis and is revised quarterly 
for the year ahead, based on the latest information received from 
our customers. Our call for estimates is disseminated on the tenth 
of the month preceding the quarter. 

The master budget furnishes the information needed to prepare 
the annual budget estimates submitted to higher authority. These 
estimates are in the nature of forecasted annual financial state- 
ments, similar to those used in large private industrial concerns. 
Additional internal use is for the purpose of establishing a pre- 
determined overhead rate for each direct labor cost center. When 
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revised quarterly, the information is used to project quarterly 
financial statements. The quarterly revisions are then used for 
comparison of the predetermined overhead rates in use, based on 
the master budget, and those produced in the latest quarterly 
revision. 

Comparisons are made on a monthly basis between budget and 
actual cost by cost center for each of the elements of cost. Variances 
disclosed are analyzed and explanations rendered to the Com- 
manding Officer in monthly review-and-analysis meetings with 
major organization heads. 


Accounting 


The accounting system provides information to meet many 
separate purposes. The accounts in the general ledger provide 
the controls, in our double-entry accrual system, for reporting on 
the stewardship of the industrial fund to higher authority. This 
is performed by providing financial statements together with cer- 
tain internal schedules and exhibits on a monthly basis for top 
management at the Arsenal and the next higher command echelon. 
Quarterly financial statements are submitted to the other levels 
of management in the Departments of the Army and Defense, as 
well as the Bureau of the Budget. 

Our cost accounting system is an actual job order cost system. 
However, progress is being made toward an integrated standard 
cost accounting system. The cost accounting system is completely 
mechanized, using punched cards and EAM equipment. The pre- 
determined overhead rates mentioned above are applied in our 
computer to the direct labor by cost center each week and reported 
by cost center to each organization on a weekly basis. Indirect 
labor is also reported at the same frequency. All material is costed 
monthly on a weighted moving average. A major point for con- 
sideration by governmental accountants is here presented, that is, 
the degree to which stores clerks under the jurisdiction of a supply 
officer should maintain financial inventory subsidiary records, or 
records which affect that inventory. By tradition this has not been 
considered a function of accounting. We are here faced with that 
tradition which existed under a single-entry system, unrelated 
financially to general accounts. The question might also be raised 
of the adequacy of internal control. This entire problem is tied 
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in with the government's definition of accountability, or an 
accountable officer. When the industrial fund was installed, the 
regulations required the transfer of accountability from the 
accountable property officer to the fund, but they did not tell 
whether accountability was required within the industrial fund 
or who would assume accountability. At Watertown Arsenal it 
has been assumed that accountability for this purpose need not 
include responsibility for the physical goods but only keeping a 
record subject to audit. Therefore, the accounting branch takes 
over from the supply department at the point where records must 
be posted. The location of the personnel has been retained in 
supply for ready access to stock record cards. This will no longer 
be required as we further mechanize our materials accounting by 
punching cards from the receiving reports and from other supply 
documents and feed back to supply, as often as required, the latest 
information on levels of stock for use in supply action. 

Our cost accounting system yields much detailed information 
with respect to overhead cost. While predetermined overhead rates 
are used for cost application, weekly and monthly data is furnished 
on actual and applied overhead costs for comparison with budgeted 
amounts. 

The distinction between direct and indirect costs is governed 
by our ability economically to identify costs with particular jobs. 
In determining direct labor, care must. be taken not to lose control 
of the cost of labor by charging it directly to jobs. For example, 
inspectors are assigned to an inspection office. It would be possible 
to identify some of the inspection costs with particular jobs; how- 
ever, unless all the inspectors can be so identified, duplicate charg- 
ing will result. Since those who cannot be directly charged are 
budgeted as indirect labor and included in our overhead rate 
computation, those jobs charged directly will also bear a share of 
the unidentifiable inspection costs. Also, since direct labor is 
controlled by standard time allowances, labor should not be classi- 
fied as direct if it is not susceptible of having standards assigned. 
Our general rule is, therefore, labor is considered direct if all 
persons in the category involved can be economically identified 
as such and can be assigned standard time allowances. 

There are four basic general ledger control accounts for overhead 
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costs. They are, as directed by the Army, as follows: (a) general and 
administrative expense (comprising the functions of staff organiza- 
tions), (b) maintenance and services redistributable (comprising 
the functions of auxiliary service organizations), (c) operating 
overhead productive (comprising indirect costs of each producing 
cost center), and (d) other operating overhead (comprising indirect 
costs of staff and administrative organizations within the factory 
portion of the Arsenal). 

Our numbering system within the overhead cost accounts yields 
three types of basic information, for which thirteen digits are used. 
Four digits tell us the performing cost center, five tell us the 
benefitting cost center, and four more tell us the function or 
nature of the expense incurred. In this manner we can furnish 
information to our operating organizations which tells them, for 
each indirect expense, who incurred the cost, for whom the work 
was done, and what type of work was involved. There is one more 
distinction used in our cost center numbering. For purposes of 
work measurement and manpower surveys we use a finer cost 
center designation than we use for cost accounting within the 
same numbering system. We use this finer breakout because in 
using work units to measure indirect labor effectiveness, we often 
must go to a minute breakout of an organization. For example, 
the examination branch of the Finance and Accounting Office 
might be the lowest level at which it would be economical to record 
costs; however, to measure performance we must go to the section 
level of payroll and accounts payable, each of which has a separately 
distinguishable work unit. At this level we are interested in hours 
and units only. 

It should be realized, however, that the structure of our cost 
center accounts keep the work measurement system as part and . 
parcel of our cost accounting system. The work measurement 
factors reported, and the work performed against them, are charted, 
and the efficiencies are recorded. These are used where man-power 
surveys are performed to determine our employment level as 
against our sales forecast. This is becoming a more important tool, 
because we are currently operating without personnel ceilings and 
have Department of Army approval on a test basis. 

To summarize, we utilize engineered standards in our account- 
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ing for, and reporting on, efficiency of direct labor and statistical 
standards in our accounting for, and reporting on, efficiency of 
indirect labor. 

Review and Analysis 

Continuing the managerial control cycle from budgeting to 
accounting and reporting, we then accomplish the function of 
review and analysis. The program analysis branch is responsible 
for both the before and after, that is, budgeting and review and 
analysis. As a member of the staff organization, the comptroller 
issues uniform instructions for vertical review and analysis by 
organization heads. He also has the program analysis branch per- 
form horizontal review and analysis of the entire Arsenal. 

Presentations are given the commanding officer each month, at 
which time significant variances are explained, not only those 
shown by the accounting system but also quantitative or adminis- 
trative action variances from planned schedules. 

A quarterly analysis of all organizations, prepared in booklet 
form by the program analysis branch, is furnished top management. 
The analyses performed are then used for budgetary and perform- 
ance reviews. ; 

This function does not include that of internal review, per- 
formed by a group of internal auditors comprising a separate 
branch of the comptroller’s office. As in any large enterprise, this 
group is concerned with the review of financial transactions from 
the viewpoint of propriety, conformance with regulations and 
internal procedures, and the adequacy of internal controls. 

Another form of review is performed by the management 
engineering branch of the comptroller’s office. This is a manage- 
ment appraisal of the organization, dealing with its effectiveness 
and the economy of operations under the existing organization 
pattern and the procedures used. 


Systems Improvement 

In previous paragraphs mention was made of continuing 
improvement and refinement of managerial controls and the sys- 
tems through which they operate. At Watertown Arsenal primary 
responsibility for this function rests in the management engineer- 
ing branch, which enables us to attain co-ordination of industrial 
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engineering and accounting. Not only does this branch perform 
systems studies dealing with organization, methods, staffing pat- 
terns, and the like, but it also, in co-ordination with personnel from 
the Finance and Accounting Office, is responsible for the installa- 
tion of accounting and related data-processing systems. A split in 
this responsibility between the two professions has been tried and 
has failed. There must be a combination of those skills working 
in unison before any managerial control systems become effective. 
For example, a simple organization change affects the cost center 
chart of accounts. The timing of the change affects usefulness of 
subsequent attempts at comparisons. 

While management engineers may do a competent job of 
organization improvements, the value of the information reported 
from the accounting system may be nullified unless proper co-ordi- 
nation is affected. We are continually training our management 
and industrial engineers in the principles of accounting, with the 
ultimate goal of having a completely packaged job performed by 
that branch, with assistance as required from the operating 
accountants. 

We recently completed Phase I of our program, which was the 
use of the historical basis explained above. We are now involved 
in Phase II, during which time we are collecting cost information 
in the same manner as the budget was developed and analyzing the 
variances to assist in establishing acceptable standards. At the 
same time we are broadening the coverage of engineered standards 
in the shops and establishing standard material costs. When these 
standards are fully developed, we will enter into the third and 
last phase, which will incorporate a flexible budget and integrate 
standard costs into our cost accounting system.? 


*On October 1, 1958, we entered into Phase III as a portion of Phase II was com- 
pleted. A flexible budget is now being used. 
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Accountability ina 


Nationalised Industry 


The coal industry of Great Britain ts nationalized under the direction 
of the National Coal Board. The size and extent of operations requires 
an extensive accounting and reporting system. Problems which have 
been encountered include interunit transactions, diverse accounting 
systems, uneven accounting periods because of the calendar, pricing of 
end product, and controlling capital expenditures. The Board is not 
subject to investigation by government auditors, but its accounts are 
audited by a firm of professional auditors. 

Mr. Hembry is an Associate of the Institute of Chartered Accountants 
in England and Wales, and is Finance Member of the National Coal 
Board, London, England. 


IN Great Britain there are several industries which have been 
nationalised. Each has its own individual problems. It would not 
be possible in the space of one article to deal with more than one 
industry; this paper, therefore, is confined to the affairs of the 
coal industry. It will not be restricted to the narrow technical 
aspects of accounting procedure, but will cover also, although 
briefly, the broader aspects of financial policy and control. 

Coal has been worked in Great Britain since before Columbus 
set sail for America. It has always been one of the country’s main 
industries and is now the sole major indigenous raw material which 
we have in quantity. Before it was nationalised, the coal industry 
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was vast and varied, composed of many companies, ranging from 
large combines, the activities of which dominated whole districts, 
to small single-pit undertakings. Management practices and stand- 
ards differed widely, as did the accounting and financial arrange- 
ments. ‘Today, the industry is still as vast as it was, but production 
of coal now comes under the control of one public corporation. 
The coal industry is not subsidised in any way and pays all the 
taxes to which industry in this country would normally be liable. 

There are 842 collieries in Great Britain, ranging in size from 
238 collieries producing less than 100,000 tons of coal per annum 
to 7 producing 1,000,000 tons or more each, with a mean of about 
a quarter of a million tons. They differ in almost every conceivable 
way; for example, 33 collieries employ less than 100 men each; 48 
employ 2,000 or more; the mean is about 850. Productivity ranges 
from 8 collieries using only between 300 and 400 man-shifts to 
produce 1,000 tons of coal, to 23 using 1,500 or more, the mean 
being about 900 man-shifts. The mean number of shifts worked 
per year is 245 per man, but in four collieries the men work 
between 210 and 219 shifts and in one more than 290. Some col- 
lieries are very old, having been sunk in the first half of the nine- 
teenth century, some were started just after the war and will soon 
come into production. 


THE NATIONAL COAL BOARD AND 
ITS ORGANIZATION 


It may be said that nationalisation of the coal industry com- 
menced in 1938, when the Coal Act was passed. This had, as one 
of its purposes, the transfer to the State of the ownership of all 
unworked coal and the rights to work it. Compensation was paid 
to the owners of the royalties at the time. Upon completion of 
nationalisation the royalties were vested in the National Coal 
Board, which is liable to the Minister of Power for the compensa- 
tion paid, amounting to £78.4 million. 

The National Coal Board was formed in 1947. It took over an 
entire industry. There was no period during which the normal 
process of integration and evolution could operate, culminating 
in the creation of a unified industry. By a single political instru- 
ment—‘“The Coal Industry Nationalisation Act, 1946’—owner- 
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ship of the industry changed hands and was amalgamated. This 
Act, inter alia, established a Public Corporation, the National Coal 
Board, to administer the industry. It defined the assets and liabil- 
ities which were to be acquired by the State and transferred to the 
National Coal Board. It laid down the way in which the compensa- 
tion to be paid to the owners by the Minister of Power would be 
determined. It defined the external relationships of the Board. It 
made certain financial provisions. 


The National Board 


The Coal Industry Nationalisation Act, 1946, as amended by the 
Coal Industry Act, 1949, does not lay down the structure of the 
industry. It provides for the establishment of the National Board 
and sets out its composition, duties, and powers. The number of 
members of the Board, apart from the Chairman, may not exceed 
eleven or be less than eight. At the present time, in addition to 
part-time members, the Board consists of eight full-time members, 
comprising the Chairman, the Deputy Chairman, and members 
responsible for finance and statistics, industrial relations, produc- 
tion and reconstruction, marketing and purchasing, research and 
carbonisation, and staff. Among other duties the Board is charged 
with (a) working and getting the coal in Great Britain; (b) securing 
the efficient development of the industry; (c) making supplies of 
coal available of such qualities and sizes, in such quantities and 
at such prices as may best seem calculated to further the public 
interest in all respects, including the avoidance of any undue or 
unreasonable preference or advantage; and (d) securing that the 
revenues of the Board shall not be less than sufficient for meeting 
all outgoings properly chargeable to revenue account, on an 
average of good and bad years. 

Members of the Board are appointed, and may be removed from 
their appointments, by the Minister of Power. Their salaries and 
allowances, although paid out of the revenues of the Board, are 
fixed by the Minister. 


External Relationships of the National Board 


The relationship between the Board and the Executive and 
Legislative Branches of the Government differs fundamentally 
from that of, for example, the Tennessee Valley Authority in the 
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United States. The Board is responsible to the Minister of Power, a 
member of the Government, and also, in accordance with British 
practice, a member of one of the Houses of Parliament. All formal 
dealings are with the Minister of Power, and it is the Minister who 
is responsible for the Board in Parliament. 

Parliament has the right to enquire into the affairs of the 
nationalised industries and, in practice, has exercised that right 
in various ways. There is, each year, a debate in Parliament on the 
Report and Accounts of the Board. A Select Committee of the 
House of Commons has been set up to examine the Report and 
Accounts of the nationalised industries in greater detail than can 
be achieved in a single parliamentary debate. Members of Par- 
liament may question the Minister on matters relating to the 
Board but, by a ruling of the Speaker of the House, such questions 
must be on matters of policy and not on the day-to-day affairs of 
the industry. Less important matters are raised with the Board, 
either directly or through the Minister. Parliament, therefore, 
whilst formally supervising the industry, refrains from exercising, 
to any great extent, its right to look into the affairs of the Board 
in detail. 

The Minister of Power has extensive powers over the operations 
of the Board. He has the right to appoint and remove members 
of the Board. He may require information to be produced, and he 
may give directions of a general character as to the exercise and 
performance by the Board of their functions. He appoints the 
Board’s auditors. He determines the form of the Annual Accounts 
of the Board, which must conform with the best commercial 
standards. In addition, he approves the plans of the Board for 
capital expenditure, training, education and research. 

These powers are designed to enable the activities of the Board 
to be fitted into any over-all governmental plan. They are exten- 
sive, but a close working relationship has been established between 
the Board and the Ministry of Power, as a result of which formal 
use of them to give directions of a general character has been 
avoided. 

The Coal Industry Act provided for consultation between the 
Board and consumers of coal by establishing two councils—the 
Industrial Coal Consumers’ Council and the Domestic Coal 
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Consumers’ Council. The first represents consumers of coal, coke, 
and manufactured fuel for industrial purposes, as well as their 
suppliers (merchants, wholesalers, and the like). ‘The other repre- 
sents consumers of coal for domestic purposes. The members are 
appointed by the Minister and have two main functions, to look 
after the interests of their consumers generally and to consider any 
matters which may be referred to them by the Minister. The Con- 
sumers’ Councils have no direct powers over the Board, but report 
to the Minister who may, if he thinks fit, give the Board directions 
to remedy any defects which have been revealed. In practice, the 
Consumers’ Councils have been consulted before major price 
changes have been made. They have proved a useful channel for 
consumers who wish to make formal representations to the Board. 


FINANCIAL CONTROL 


In this Section is described how the Board determines coal 
prices, and hence income, and how revenue and capital expendi- 
ture is controlled. 


Prices 


It was necessary that prices within the United Kingdom should 
be fixed so as to enable the Board to fulfill its statutory obligation 
to meet outgoings without giving undue preference to any con- 
sumer. It was decided to relate, as far as possible, the price of coal 
to its value to the consumer, whilst avoiding a major disturbance 
in the established pattern of distribution. 

Coal users can be divided into three main classes: the house- 
holder, who burns either coal on an open fire or low volatile fuel 
(anthracite or coke) in a closed appliance or boiler; industrial con- 
sumers, including power stations, who burn coal for steam raising 
or space heating or for special processes such as cement manufac- 
turing; gas works and coke ovens which carbonise coal. Each is 
interested in different properties not found in all types of coal, but 
on the other hand not unique to any particular type of coal. In 
other words, the same coal may be sold for use by two or perhaps 
all three of these classes. 


Domestic Coal Price Structure 
It was clear that coal for the open fire should be priced solely 
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on a commercial valuation of its worth, since an assessment of 
value based on the appeal to the normal domestic consumer could 
not scientifically be made. Since the householder is interested in 
the price of coal as delivered to him, it was decided to sell at a 
delivered price, and to divide the country into sixty-four zones, 
within each of which the price of similar grades of coal, from 
wherever they might come, would be the same at the railway 
station, leaving only the local haulage and distribution costs to be 
added. All the coal used for domestic purposes is included in seven 
groups, based on quality; the same price is charged for all coal 
within each group at any station in the zone. Thus the householder 
has to concern himself with, at most, seven qualities of coal and 
seven retail prices within his own zone. The prices for fuel for 
closed stoves and boilers had been rationalised before the war. 
In this market coke, anthracite and carbonised ovoids produced 
by the Board compete with similar fuels produced by the national- 
ised gas industry and by private concerns. The price relativities 
established by the prewar arangements have proved reasonably 
satisfactory and the Board has continued the existing arrangements. 


Industrial Coal Price Structure 


For industrial and carbonisation coals, a more exact approach 
is possible. The object of the price structure, for these two classes 
of coal, is to achieve relativity between them and, within that 
relativity, to place in order of merit, the individual coals falling 
into the different size groups. This is carried out on a technical 
basis, although, to some extent, the evaluation is empirical. 

Coal in general is bought for its heat value; the heat is recovered 
by various methods, for example, in direct fired furnaces or by 
means of steam or carbonisation. As a first approximation, there- 
fore, the value of the coal to the buyer will depend directly upon its 
heat content, and this is taken as the standard basis on which to 
prepare the scheme. Some coals are bought for other properties, 
particularly for coke and gas making. For these coals too the first 
calculation is based on calorific value, but regard is had to coking 
and gas-making properties. 

The first approximation to the price of industrial coal is related 
to the gross calorific value of the coal as received. There is not, 
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however, a direct proportional relationship between the price 
and the gross calorific value of the coal, since it is necessary to 
make adjustments for different ash contents. The notion of an ash 
penalty has been current amongst industrial users for many years. 
Users incur expense in removing ash; it causes lower efficiency on 
the boilers and leads to increased loss of combustible matter. These 
disadvantages were dealt with by introducing an ash penalty, which 
has the effect of reducing the price gradually at first and steeply 
as the ash content increases. It is applied by making a deduction 
from the gross calorific value of the coal as received, the deduction 
being graded according to the ash content, and the reduced figure 
thus obtained is used for price purposes as the B.Th.U. of the coal. 

Up to this point the evaluation of the coal was precise in that it 
was based on definite properties, which can be measured and 
which can be allowed for in the price by means of a suitable 
formula. There are, however, certain characteristics of coal of 
commercial significance that cannot be covered in this way, for 
example, size, sulphur content, hardness or friability, consistency 
of quality, special characteristics such as “hards” of the Midland 
Division and as the semibituminous and subbituminous coals of 
South Wales, and the like. At this stage, therefore, the prices 
arrived at in the above manner from the evaluation formula were 
adjusted, where necessary, upwards or downwards, to take into 
account, in a commercial way, all those characteristics which are 
significant. 

The general method of evaluating carbonisation coals is similar 
to that used for industrial coals, but the properties, the values of 
which are to be reflected in the price, are different. The main 
factors taken into account in the formula, besides gross calorific 
value on the as-received basis and ash and moisture content, are 
the coking and gas-making properties. 

So far coals have been placed in order of merit related to the 
quality and characteristics of the coal, irrespective of the district 
in which they are produced. Throughout the history of the industry 
there has been competition between districts, based on costs of 
production and transport advantages to the chief markets. There 
have, in fact, been wide differences in the pit-head prices of coal 
of equal value to the consumer in various coal fields. If these dif- 
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ferences are ignored, the existing pattern of distribution would 
be largely changed. There would probably be great confusion and 
also grave economic effects in some districts. With the object, 
therefore, of maintaining existing relations between the main 
producing districts and their various markets, it is necessary to 
make some difference in the pit-head prices of similar coals pro- 
duced in different areas. To effect this, the Board introduced a coal- 
field adjustment which is added to the pit-head price as determined 
above. 

As a result of experience since the scheme was introduced, the 
Board has found it necessary to take into account in fixing prices 
the relative scarcity of particular kinds of coal, the increasing 
demand both at home and abroad for certain qualities of coal, and 
the unavoidably high cost of production incurred, and likely to be 
incurred, in producing some coals in particular coal fields. They 
have done so by applying selective increases to certain coals, mainly 
large coals, coking coals principally from Durham and South Wales, 
most other South Wales coals, and graded coals in the doubles and 
singles sizes. 

Given these arrangements for fixing the relative level of prices, 
adjustments can easily be made to the general level, to ensure that 
proceeds are sufficient to enable the Board to fulfill its statutory 
obligations. 


Export Prices 


In world markets, the Board is free to follow a normal commer- 
cial price policy, although the quantity that can be sold for export 
is restricted by the need to meet home demand first. The export of 
coal has never entirely ceased since the war (last year exports 
totalled about 8 million tons), but from time to time particular 
qualities of coal which are in short supply here have been imported. 
(Some of the imports come from the United States, mostly from 
West Virginia.) 

Revenue Expenditure 


The Board, for convenience, divides revenue expenditure into 


two categories, nonoperational expenditure and operational expen- 
diture. 


Nonoperational expenditure consists of the industry's expendi- 
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ture away from the colliery, but it includes expenditure on 
research, education, training, welfare, and certain pit activities— 
pithead baths, medical centers, and so forth. Financial control in 
these cases is relatively simple. The expenditure is controlled by 
means of budgets and by the operation of routine controls within 
the budgets. The total budgeted expenditure is small when com- 
pared with the total of expenditure, amounting to about 5 per cent 
of the industry’s turnover. 

Much more serious problems arise in the control of operational 
expenditure, due to the size and extent of the activities of the 
Board. Difficulties are caused by the peculiar complexity of wages 
arrangements. Traditionally, face workers are paid piece rates, but 
there is, as yet, no uniform method of assessing pieceworkers’ 
wages, although the Board has taken the first steps towards intro- 
ducing one. However, at present, within the piecework category, 
almost every possible method of calculating wages is used, and the 
fixing of piecework rates has traditionally been, and still is, to a 
great extent, done by the local management. The National Board 
does not control piecework earnings in the formal sense of deter- 
mining the rates at which different operations are to be paid. The 
objectives of the Board have been to achieve this by setting up an 
adequate system of cost control to help local management, and by 
restricting the freedom of local managers to grant general increases 
in wages levels. 

At the vesting date, the coal industry was particularly backward 
in formal management techniques and had adopted few of the 
modern methods of financial and technical operational control. 
Considerable effort has been devoted to developing new costing 
arrangements, based on the use of standard costs and budgetary 
control, adapted to the particular needs of the industry. Outside 
consultants have helped to devise a system of standard costing 
suited to the requirements of the industry. 

Standard costing does not operate over the whole range of items 
of cost, but only for output, wages, and man-power, covering 
nearly two-thirds of the industry’s costs. At present, experiments 
with standard costing for materials are proceeding, but this raises 
problems which are not solely of an accounting nature, for example 
the physical control of materials underground. Progress in this field 
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is bound to be slower. In view of the financial objective of the 
Board, the price structure described earlier, and the need to pro- 
duce coal in a period of shortage, which has existed since the vesting 
date, the profit test of management efficiency is less significant than 
in other organisations. The greater, therefore, is the need for 
efficient management control techniques. 

Standard costing is, of course, essentially a technique for con- 
trolling costs at unit level. Operating forecasts produced by areas 
and divisions are used as a basis for planning at higher formations. 
These forecasts are prepared annually; the function of the Finance 
Department is to evaluate the basic figures produced by other 
departments and to assess the validity of the forecasts. The total 
national forecast of output, for instance, is used to indicate the 
quantities of coal which will be available for export or which will 
require to be imported. The forecast of results is used to derive 
the Board’s position as to borowing and the extent to which it will 
be able to fulfil its financial obligations under the Nationalisation 
Acts, besides being used in the consideration of price levels. 


Capital Expenditure 


The control of capital expenditure falls into three parts: long- 
term planning, the authorisation and control of individual projects, 
and the annual budget for capital expenditure. 

The Board published its first long-term investment programme 
in 1950, in the form of a publication entitled “Plan for Coal.” 
This has recently been revised, and the Board now envisages 
spending a total of £1,000 m. in the period from 1955 to 1965. 
This plan, however, is flexible and under constant review, so that it 
can be revised as the need arises. 

Long-term planning is conditioned by the fact that it may take _ 
up to ten years to sink and equip a major colliery, and the Board 
therefore has to think in terms of plans for fifteen years or more. 
Such planning must be on broad lines, but it is essential and has 
always been necessary in the mining industry. 

As to individual projects, each must be planned and authorised, 
execution must be controlled, and, finally, results have to be 
reviewed. Divisional Boards have delegated authority to approve 
projects costing up to £250,000. All others must come to Head- 
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quarters for approval. There is a formal procedure laid down for 
the submission of capital projects. It may be of some interest to 
describe, briefly, the stages which a large scale project, costing over 
£250,000, would go through before it is finally authorised. 

The first stage is discussion with the Headquarters Reconstruc- 
tion Department and the Finance Department on the principal 
factors, so as to obtain preliminary approval of the main technical 
aspects of the project. These may not subsequently be varied, 
without agreement with Headquarters. 

The second stage is designed to give the National Board (and the 
Divisional Board) sufficient information to enable a decision to be 
taken whether or not to invest in the project. It also enables 
approval in principle to be secured, so that parts of the necessary 
work can proceed, while detailed planning and estimation continue 
on other parts. Stage II does not actually authorise expenditure, 
but it virtually commits the Board to the exact form of the final 
project. Once again, no alteration to Stage II proposals, approved 
by the Board, can be made without Headquarters consent. 

The third stage is the granting of authority to incur expenditure. 
As mentioned above, it may be desirable to proceed with certain 
work as soon as the Stage II application has been granted—for 
instance, with the commencement of shaft sinking for a new 
colliery. For the purpose of applications to incur expenditure, 
projects are divided into sections. Applications must be for com- 
plete sections or subsections. Normally, Divisional Boards author- 
ise Stage III applications, even for projects over £250,000, always 
providing again that the applications are for complete sections or 
subsections. They must return to Headquarters if the Stage III 
cost of the complete section or subsection exceeds the correspond- 
ing approval at Stage II by more than 5 per cent or is more than 
10 per cent less or if the general profitability of the over-all scheme 
has changed materially since the original application at Stage II 
was made. 

It is worth mentioning certain features of this procedure which 
have turned out to be particularly valuable in practice. One of the 
difficulties in a major capital project is to ensure that all the 
relevant items of cost are included in the original application. By 
sectionalising projects, it is possible to get a fairly good idea as to 
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whether any major omissions have been made in estimation. In the 
coal industry, where capital projects take a long time to complete, 
there is a great temptation to modify schemes in progress, in order 
to take account of technical changes and improvements which have 
been introduced since the original scheme was approved. In 
practice, it has been found that this is a temptation which must be 
resisted, because it leads to more delays in the completion of the 
original project than the improvements due to the new technical 
innovation generally warrant. This stipulation is, therefore, 
regarded as most important. 

It will be seen that general principals have been clearly laid 
down which must be observed in the control of all classes of expen- 
diture. However, the most important factor in the effective control 
of expenditure is experience. A period of consolidation is now 
needed, while the effectiveness of the techniques is improved, as 
experience of their operation increases. 


ACCOUNTING ARRANGEMENTS 


In this paper it is not possible to give much space to a detailed 
explanation of the operation of the accounting systems of the 
Board. In any case, normal practice is followed. It may be of 
interest to deal with some of the particular problems which were 
encountered in building up the Board’s accounting system and 
indicate the methods adopted in solving them. 

Initially the major difficulty was the great diversity of systems 
of accounting in use throughout the industry. It was decided not to 
attempt to standardise methods of bookkeeping, but to lay down 
standard presentations to be adhered to in submitting accounting 
information to higher formations. Starting with a colliery profit 
and loss account, this technique was applied to all the accounting 
returns needed to build up the Board’s Annual Accounts and to 
provide information of a costing nature for higher management. 

The Board’s basic accounting unit is the Area, but wages and 
certain other detailed records are dealt with at Group and col- 
liery offices. For accounting purposes, higher formations, such as 
Divisions and the National Headquarters, produce accounts of 
their domestic activities in much the same way as the Area, whilst 
at the same time preparing accounts for the entire Division or 
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industry from an aggregation of those of the lower formations 
(with of course suitable adjustments). It is, however, left entirely 
to each formation as to how it keeps its books. 


Inter-unit Transactions 


One of the major difficulties in the preparation of accounts for 
such a large organisation consists in the consolidation of the 
accounts and in the elimination of inter-unit transactions which are 
many and diverse. It would be even more incorrect not to eliminate 
inter-unit transactions between Coal Board accounting units, none 
of which have a legal existence, than it would be between the sub- 
sidiary companies of a group. Accordingly, one of the first tasks was 
to devise an effective way of recording and eliminating such trans- 
actions, bearing in mind that, while they had no validity in the 
consolidated accounts, they would still affect the operating results 
of the individual accounting units. Accordingly, it was decided that 
any inter-unit transactions should be eliminated through the 
medium of a monthly national settlement. Individual areas keep 
current accounts recording the details of transactions between 
other areas, divisions, Headquarters, and so forth and themselves. 
These transactions are notified by the passing of inter-unit debit 
and credit notes. In order to ensure that this system works, it is 
essential that three rules should be observed. (1) An inter-unit debit 
or credit note must always be accepted by the receiving unit, any 
adjustment being made by passing further notes. (2) The trans- 
actions must always be given exactly the same accounting treat- 
ment, i.e. capital or revenue, as was given by the originating unit 
(unless this is done, it will be seen that the final elimination cannot 
be guaranteed). (3) Transactions must always be entered in the 
books of the receiving unit as though they had occurred on the day 
that they were recorded by the issuing unit. 

If these three rules are observed, the condition exists that if all 
transactions are consolidated at the end of any period, the national 
sum of them should be zero. Accordingly, a procedure has been 
laid down, whereby at the end of each accounting period the bal- 
ance held on inter-unit current accounts, by all accounting units, 
is transferred up the line into the Headquarters Consolidating 
Account, thus eliminating the whole sum of interunit transactions 
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throughout the industry. As this process takes place at the end of 
each accounting period, there is no need for a special elimination 
when preparing the annual accounts. 


Accounting Periods 


The calendar is a perennial source of difficulty to accountants, 
and many attempts have been made to devise a more satisfactory 
accounting period than the calendar month. After much considera- 
tion, the Board decided to operate a 13-week cycle of 4, 4, and 5- 
week accounting periods, giving an accounting year of 52 weeks, 
which needs adjustment by the insertion of a fifty-third week every 
fifth or sixth year. This arrangement has now been in operation 
for three years, and in 1958 we are experiencing our first 53-week 
year. There was little difficulty in obtaining agreement on the 
need to abandon calendar month accounting, but for some time 
opinion was divided between 13 periods of 4 weeks and 4 quarters 
made up of two 4-week periods and one 5-week period. In the 
end, the latter solution was adopted for the following reasons. 
Firstly, some of the statistics relating to the industry were already 
on 4, 4, 5-week periods; secondly, the treatment of the fifty-third 
week, which occurs under either system, is somewhat simpler, since 
periods of different length are already in existence; thirdly, the 
industry is accustomed to quarterly accounting and statistical infor- 
mation which could not easily be provided with 4-week periods. 
Finally, the 4, 4, 5-week periods more nearly coincide with calen- 
dar months than would the 4-week period. However, it was not 
possible to obtain the agreement of customers and suppliers to 
invoicing on a 4, 4, 5-week basis, and this continues to be done 
on a calendar month basis. 


Banking Arrangements 


There are two unique features of the British banking system of 
which the Board has been able to take advantage in making bank- 
ing operations as simple and economical as possible. The big com- 
mercial banks all have main offices close to the Bank of England, 
and each of them operates a nationwide system of branches. The 
Board has its principal account with the Bank of England. It main- 
tains central accounts at the head or London offices of each of the 
main banks, where all the accounts of the subsidiary formations 
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(Areas and Divisions) are kept. All the bank accounts needed for 
the industry are thus kept in such a way that a daily settlement of 
balances is possible. At the end of the day net balances on accounts 
with the commercial banks are transferred to the Board’s accounts 
with the Bank of England, leaving “nil” balances on all other 
accounts. The net balances do not include cheques lodged but 
not cleared, and the Board, therefore, has made special arrange- 
ments to ensure that cheques for substantial amounts are lodged in 
such a way that they are cleared as quickly as possible. 

The arrangement to work to a nil (cleared) balance means, in 
effect, that the Board only provides the funds to meet cheques as 
they are presented, and this is clearly an economical arrangement. 
However, wages in Great Britain are paid in cash every week, 
and means must be provided for meeting demands throughout the 
country for about £9 million in notes and coin. This is done 
through the branches of the banks, but since the principle is that 
funds are made available to the banks only when they are needed, 
the Board provides the banks in London with a total sum equal 
to the amounts that it is estimated will be required throughout the 
country on each of the two days, Thursday and Friday, on which 
cash for wages is drawn. Paying points requisition cash from the 
local branches by means of “Receipt and Charge” forms, which are 
treated in the same way as cheques, and are cleared through the 
banking system. In due course, they are met from the Board’s 
Central Account with the Bank of England. The banks hold the 
imprest for sufficient time to enable the receipt and charge forms 
to be cleared and then repay it in full to the Bank of England. For 
accounting convenience, the two sides of the transaction are kept 
separate, though of course the effect is that the banks have the use 
of the full imprest in London, where they can employ it profitably, 
during the time taken to clear the receipt and charge forms against 
withdrawals of cash throughout the country. Thus, the principle is 
maintained that funds are not provided until a demand arises. 


AUDIT AND EFFICIENCY SERVICES 


Internal Audit 


The Board is not subject to investigation by the Government 
Auditors. Its accounts are audited by a firm of professional auditors 








ACCOUNTABILITY 29 


appointed by the Minister of Power. This accords with the policy 
behind the Nationalisation Acts, which was that the nationalised 
industries should be treated like and behave as if they were normal 
commercial concerns, except where this conflicts with their basic 
objectives. An audit the size of that for the National Coal Board 
isa formidable task, which only the best-equipped firms of account- 
ants could undertake. Even they would find it difficult without an 
effective Internal Audit Department. The Board recognised this 
from the outset. An Internal Audit Branch in the Finance Depart- 
ment has been established since vesting date under a Chief Internal 
Auditor. It is organised as a National Service, the only one in the 
Board, and although Internal Audit staff normally report to, and 
are part of, the formation to which they are attached, namely, 
Headquarters, Division, or Area, they work under the general 
direction of the Chief Internal Auditor and will, when necessary, 
report direct to him up the Internal Audit channel. In case of 
need, the Chief Internal Auditor has access to the Board. 

The main purpose of the Internal Audit Branch is to impose a 
system of check on the effectiveness of the control over the Board’s 
financial arrangements throughout the country. In collaboration 
with the Official Auditors, they are concerned with the effective 
safeguarding of the Board’s assets, verifying the proper authorisa- 
tion of expenditure, ascertaining that there are in existence ade- 
quate systems of accounting, and ensuring that the Board’s financial 
accounts give a true statement of the Board’s activities, interests, 
and financial position. 

It will be seen that this confines the Internal Audit Branch to a 
strict accounting definition of audit work. It does not extend its 
activities into the general sphere of management efficiency, except 
on a very limited scale, in such matters as arise directly from its 
responsibilities in the financial field. General matters relating to 
management efficiency are handled by two other branches—one 
within the Finance Department and the other within the Board’s 
Staff Department. 

Because the organisation of accounting processes is such a 
vital matter for Finance Department, an Accounts Organisation 
Section was set up, responsible to the Boards’ Assistant Director- 
General in charge of the Accounts Branch. This section is generally 
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responsible for the development and introduction of appropriate 
accounting techniques throughout the Board. It gives guidance 
and assistance to Divisions, each of which has a Divisional Organ- 
ising Accountant, on the improvement of existing methods and the 
introduction of new ones. At the present time, they are particularly 
concerned with the installation of electronic data-processing equip- 
ment, which clearly has a great future in an industry as large as this. 
For the moment, three installations are under way on payroll 
applications. It is hoped that eventually they will process the 
payrolls for three Areas. In addition, investigations are being made 
which may lead to the installation of machines for general statis- 
tical and accounting work at Area (excluding payroll) and also 
at Division. 

Organisation and Methods 


Other techniques are covered by the Organisation and Methods 
Group of Staff Department. Besides being concerned, as the title 
implies, with office organisation and clerical methods, they advise 
on the appropriate grades and salaries for posts. Their work is 
divided into two main parts—regular reviews of methods of work, 
staffing, procedure, and so on of Departments at all levels through- 
out the Board and specific assignments usually undertaken at the 
request of Departments which require advice on a new project 
or administrative difficulty. 


Other Services 


It will be appreciated that the bulk of expenditure in the Board 
takes place at the collieries, but because management and men were 
more set in their methods when the industry was nationalised, it 
has been a slower process to introduce new techniques. The Board 
has proceeded slowly at this level. Initially, method study teams 
have been established in each of the Areas. Their task is, as their 
title implies, to study methods of work, not to concern themselves 
with manning or with wages, particularly the latter. There is still 
much work to be done in the industry merely on methods, and 
great rewards are to be gained by the development of more 
effective techniques. The method study teams are a step in this 
direction. 
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The Board has a comprehensive Research and Development 
Programme, ranging from fundamental research, designed to 
improve our knowledge of the basic physical factors which control 
the getting of coal and its processing and combustion, through 
applied research into special problems directly arising from coal 
mining, right up to the design and improvement of machinery. For 
this purpose, specific research projects are financed at universities, 
a Coal Research Establishment is maintained to undertake research 
on the processing of coal, a Mining Research Establishment to 
conduct research into underground problems and to provide a 
research service on mining methods and machinery, and a Central 
Engineering Establishment to develop the design of mining and 
other machinery. The programme of scientific and special research 
is co-ordinated by the Board’s Scientific Department, whilst the 
activities of the Central Engineering Establishment are under the 
Production Department. Examples of the work undertaken by 
Research Departments are inquiries into the structure of coal, 
the development of briquetting processes, and the development 
of a machine to speed up underground tunnelling. 

Besides these, the Scientific Department maintains a team of 
scientists engaged in the investigation of industrial problems, for 
instance, the economics of different methods of transport under- 
ground. It has been found that the fresh and objective approach 
which they give to these problems has more than compensated for 
any lack of specialised knowledge in specific tasks. 


CONCLUSION 


A short article does not provide sufficient space to convey the 
complexity, size, and variety of this vast industry. It has only been 
possible to describe, briefly, how the National Coal Board came 
into being, how it has been organised, and how it is controlled. 
Although the industry itself is old, the organisation that controls it 
is, by any standards, still young. Because of the manner of its 
creation, many of those who led previously, in private enterprise, 
did not come into the new organisation. This, in itself, created a 
serious problem; able people had to be found to replace them. 
But the foundations which were laid in 1947 have stood the test 
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of ten years, in which Great Britain faced a fuel shortage with no 
alternative supplies of energy. The urgent problem of building 
up the industry to cope with this shortage, which followed imme- 
diately upon the war, made the task of the new organisation more 
difficult. We are satisfied that substantial progress is being made. 
New sources of energy are now available, but we are confident 
that we can meet the challenge which they offer and can continue 
to supply the majority of the country’s needs for energy for many 
years to come. 
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T. R. Larimore 


What Is Professional 


Accounting?’ 


A professional accounting system is usually identified as a commer- 
cial, industrial, or financial accounting program, generally incorporat- 
ing a proprietary, accrual, double-entry accounting system. It generally 
has a large, complicated organization structure, complicated accounting 
records and requirements, and extensive financial reporting. 

A professional accounting system cannot approach successful opera- 
tion without the establishment of appropriate professional accounting 
positions occupied by professional accountants. 

Mr. T. R. Larimore is a systems accountant with the Directorate of 
Accounting and Finance, Comptroller, U.S. Air Force, Headquarters. 
This paper is based on a talk given by Mr. Larimore at the Third 
Annual Symposium of the Denver Chapter on February 14, 1958. 


FOR many years there has been a continuous struggle by operating 
accountants to secure competent accountant personnel for posi- 
tions which the supervisory accountant has considered absolutely 
required professional accounting skills. This has been particularly 
apparent since the development of the Joint Program to Improve 
Accounting in the Federal Government. 

The basis for accounting requirements in industry or govern- 
ment is tied very closely to management need for accounting finan- 


*This article reflects the opinions of the writer alone and is not intended to reflect 
an official position of any government agency. 
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cial information. No large-scale enterprise, and most federal 
government agencies now fall in this category, can any longer rely 
upon memory or memoranda or any other incomplete and non- 
balancing system for recording and reporting financial data. 
Management decisions can no longer be determined on the basis 
of “hunch” or somebody’s snap judgment. Reporting requirements 
in financial areas by the Congress, Treasury, Bureau of the Budget, 
General Accounting Office, and other regulatory agencies make 
adequate accounting systems and competent accounting personnel 
imperative. 

A review of the annual progress reports under the Joint Program 
to Improve Accounting in the Federal Government is indicative 
of the need for professional accounting skills in the federal 
government. Some of the more obvious accounting needs in 
federal agencies would include the following: 

a. Appropriations data—to control and supervise the purpose 
and use of funds. 

b. A record of expenditures—for budget and economy. 

c. Efficiency of operations—to provide comparisons with indus- 
try costs or alternative costs. 

d. The least, but adequate, volume and greatest simplicity 
and uniformity of financial data. 

e. Data to relate resource utilization to individual responsibility. 

f. A measure of resources used in relation to mission accom- 
plished. 

g. Support of scheduling or programming of work. 

h. Permitting “management by exception” —pointing out prob- 
lem areas. ; 

i. Improving procurement judgment (choice). 

j. Provision of effective control of assets (funds, property, etc.). 

k. Maximum “supported” flexibility of decision. 

1. Encouragement of cost consciousness and conservatism. 

Most definitions of accounting would include the collecting, 
recording, analyzing, classifying, presenting (reporting), and inter- 
preting of financial information (data), and it must be understood 
and accepted that accounting is basically and primarily a manage- 
ment tool. Collecting the data involves the understanding and 
proper use of sales or service slips, purchase orders, vouchers, 
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checks, receipts, promissory notes, debit and credit memoranda, 
and the like. The recording activity requires a basic knowledge 
of general journals, voucher registers, special journals, posting slips, 
general ledgers, subsidiary ledgers, and the like. The collecting 
and recording of financial data are basically bookkeeping activities 
and are generally properly considered as accounts maintenance or 
clerical-type jobs when they are not completely comprehensive of 
the accounting system or when the position involves only a limited 
or minor portion of the total scope of accounting activity. As this 
activity becomes more comprehensive of the total accounting scope, 
it may require the skills of technicians or professionals. 

Analyzing involves the determination of the effect of each 
accounting transaction upon the basic accounting elements—assets, 
liabilities, equity (net worth), incomes or revenues, and expenses 
and upon the individual accounts established to record financial 
informaton. Classifying includes the determination of the detailed 
shred-out required within each basic accounting element for 
management control of individual items—the selection of individ- 
ual accounts required for control and the establishment of a total 
chart of accounts. Presenting encompasses the selection of appro- 
priate financial statements and reports to meet management 
requirements (management may not recognize requirements or 
available report information), the establishment of format for the 
statements and reports, and the determination of the frequency of 
reporting. Interpreting provides assistance to management in the 
analysis of statements and reports and in the determination of 
management problems and available alternative solutions. Analyz- 
ing, classifying, presenting, and interpreting financial data in a 
professional accounting system are definitely professional account- 
ing activities. 

A professional accounting system is usually identified as a 
commercial, industrial, or financial accounting program. Such a 
system generally incorporates a proprietary, accrual, double-entry 
accounting system; it generally has a large and complicated organi- 
zation structure, complicated accounting records and requirements, 
extensive and complicated operating programs, and, as manage- 
ment requires, extensive financial reporting; and generally the 
system is mobile and requires continuous appraisal for adequacy 
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and modification or supplement to meet special local management 
problems. 

Any proprietary accounting system establishes accounts to reflect 
the net worth or equity elements of the entity and maintains the 
ownership position currently for financial statement purposes. In 
order to maintain the accounts on a proprietary basis a comprehen- 
sive knowledge of accounting theory and principles is required. 

The double-entry accounting system is based upon the basic 
accounting equation of Assets equal Liabilities plus Net Worth, 
with Net Worth reflecting the net results of revenues and expenses. 
Since every financial transaction of a business entity affects at least 
two basic elements in the chart of accounts (accounting equation) 
and thus requires an offsetting or double entry to record full 
details, the mechanics of the accounting system makes mandatory 
a debit and credit entry for a complete record of the event. This 
system is significantly different from a single-entry or memoran- 
dum-accounting method and requires the application of accounting 
theory and principles. 

In an accrual accounting system, income or revenue is reported 
in the fiscal period in which the revenue sources (services or prod- 
ucts) are provided or sold regardless of the period in which cash 
collections are made. Also, costs and expenses are reported in the 
period in which the related services or products are reported as 
revenue or income regardless of the period in which cash payments 
are made for the expenses. For financial statement purposes prepaid 
or deferred expenses, prepaid or deferred incomes, and accrued 
expenses and incomes must be reported in the appropriate asset 
and liability categories. Adjustments for physical inventories, 
uncollectable receivables, and asset depreciation are also generally 
required. Any failure to recognize and determine correct adjust- 
ments for the above items will cause incorrect presentation of 
statements of financial position and operations. An accrual account- 
ing system definitely requires the extensive application of 
accounting theory and principles. 

A large and complicated organization with a fully integrated 
accounting system ordinarily will complicate the accounting system 
and increase the applicability of accounting theory and principles 
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to the financial management system. The reporting organization 
(equity group) may be complicated by the relations between home 
office and branch office, by the presence of tenant organizations, 
or by the dispersion of the reporting units. The accounting organi- 
zation may be complicated by a relatively large number of high- 
level (basic) specialized accounting units, by the number of lower- 
level subunits within the specialized units, and by the physical 
dispersion of the accounting units. In this connection it should be 
obvious that the chief accountant, for whom a professional status is 
generally recognized, cannot accomplish or directly supervise the 
total accounting program. The next lower echelon of supervisory 
accountants is generally delegated practically complete accounting 
responsibility in an area which requires complete compatibility 
with a professional accounting system and thus may require 
extensive professional accounting training and experience. Even 
subunit chiefs may supervise complete accounting entities or signi- 
ficant accounting components, such as stock funds, industrial 
funds, standard cost areas, general ledger controls, expense report- 
ing for complete organization units of an agency, research units, 
and the like. 

Complicated accounting records and requirements may include 
the following: control accounts and subsidiary ledgers; the use of 
special journals, voucher registers, and so on; the use of both 
manual and mechanized accounting systems concurrently; and the 
dependence upon nonaccounting components for accounting 
information with the attendant errors, reconciliations, corrections, 
interpretations, and systems adjustments. 

Extensive and complicated operating programs may involve a 
manufacturing or extensive repair program, large-scale supply 
activity, large volume and rapid turnover of inventories, and an 
active and extensive property-value accounting. A large dollar 
volume presumes a commercial accounting requirement and a 
basic professional accounting system. 

Where management requires extensive reporting and numerous 
financial statements, a concurrent requirement for a professional 
accounting system and for professional accountants exists. Such 
statements generally include balance sheets, revenue and expense 
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statements, manufacturing cost reports, expense distribution 
reports, appropriation reports, and numerous special reports for 
management control. 

When the accounting system is mobile and requires continuous 
appraisal for adequacy or modification and also requires specific 
policy recommendations or when, in order to report special local 
management problems, the accountant must supplement the 
limited or incomplete guidelines furnished as a part of the system, 
the accountant must be professionally qualified in order to accom- 
plish the full requirements of the position. 

Other areas of accounting which are definitely indicative of pro- 
fessional accounting and consequently require professional 
accountants are: 

a. The advising of operating officials on the uses of accounting 
and the accounting implications of program decisions. 

b. Determination of program and alternative program costs, 
stand-by costs, construction or production costs, experimental 
equipment costs, predetermined standard prices, inventory valua- 
tions, intransit items, status of revolving funds, etc. 

c. Accounting for nonappropriated funds, research and develop- 
ment, property outside the custody of the agency, acquisition and 
sale of merchandise, foreign operations, etc. 

d. The situation when the accounting system is definitely asso- 
ciated with the evaluation of the accounting systems of contractors, 
with contract negotiations, interagency agreements, and interlock- 
ing accounting relationships, and with the co-ordination of 
accounting with other organization units. 

e. The design, pilot test, installation, and revision of accounting 
systems, and the development and revision of policies, operating 
procedures, and internal controls. 

f. The design and consolidation of reports and special studies 
along with management interpretation and advice regarding 
reports. 

g. Administration of the accounting program, follow-up on 
audit reports, and participation in financial management decisions 
including betterment, credit management, financial capability of 
contractors, and financial arrangements with agents and brokers. 
In summarizing it may be concluded: 

a. Whenever an accounting system is based upon (1) proprietary 
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or commercial accounting principles, (2) double-entry accounting 
methods, and (3) accrual accounting techniques and application, 
it is evident that the system is basically a professional accounting 
system and requires professional accounting personnel. 

b. The further presence of management requirements for (1) 
extensive reporting and numerous financial statements, (2) exten- 
sive and complicated operating programs, (3) large and compli- 
cated organization components, (4) complicated accounting 
records, and (5) continuous appraisal and modification of a fluid 
(changing) system provides additional need for professional 
accounting personnel. 

c. Any key position in the accounting organization which 
requires a basic understanding of (a) immediately above and calls 
for the supervision or operation of an accounting unit or entity 
under the circumstances of (b) above definitely requires a pro- 
fessional accountant incumbent. Whenever a position involves any 
significant portion of the elements and duties described above, the 
position of necessity requires a professional accountant incumbent. 

d. If management wants a professional accounting system, it 
must have professional accountant personnel for systems design 
and installation, for supervision and maintenance of accounts and 
reports, for analysis and interpretation of financial data, and for 
the review and solution of special financial and management prob- 
lems. The professional accountant is as much concerned about the 
efficiency and economy of the accounting operation as any other 
management component, and the professional judgment and 
decision of the professional accountant in the areas of manpower 
requirements, position requirements, and operating procedures or 
organization must be given primary and preferential consideration 
if government financial management problems are to “get well.” 
The professional ethics of the professional accountant will compel 
him to determine personnel requirements carefully and properly 
in view of total management requirements. In a large business 
activity the professional accountant will save large amounts to 
the credit of management through the reduction of costs, the col- 
lection of receivables, the reduction of investments in inventories, 
and the solution of management problems. 

At the risk of further repetition in summary it should be obvious 
to all persons concerned that a professional accounting system 
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embodying the proprietary, accrual, and double-entry reporting 
and interpretation requirements of a commercial accounting 
system cannot approach successful operation without the establish- 
ment of appropriate professional accounting positions occupied by 
professional accountants. It is necessary, therefore, that all positions 
in the accounting activity be reviewed in order that those account- 
ing positions which require professional knowledge and skills be 
properly recognized, described, and classified for recruiting and 
placement purposes. The chief accountant has the primary respon- 
sibility to recognize the requirement, to establish and describe the 
duties of the position, and to “sell” the management regarding 
manpower and classification minima standards. Whenever and 
wherever a scarcity of accounting personnel is present, the manage- 
ment must of necessity combine the professional position require- 
ments in a limited number of positions in order to utilize the 
available professional talents to the highest degree of efficiency and 
in order to place key positions into the professional category. A 
professional accounting system must be operated with professional 
accountant personnel. 


BOOKKEEPERS AND ACCOUNTANTS 


“There is some confusion as to where the bookkeeper’s work stops 
and the accountant’s begins, and the problem may be one solely of 
semantics. To some, the bookkeeper is engaged in activities of an ele- 
mentary nature, such as copying, applying arithmetic, and carrying out 
clerical work requiring little or no judgment. Those who hold this view 
would say that ‘bookkeeper’ merely identifies a type of ‘clerk.’ They also 
readily concede that their “accountant” covers a wide field, applying 
judgement in the simplest of situations as well as the most difficult. 

“Others say that persons who make entries in ‘books’ are divided 
between clerks and bookkeepers. They hold that bookkeepers make 
many judgment decisions with regard to the categories into which the 
organization’s resources and transactions are to be classified, particu- 
larly in connection with individual borderline transactions; they also, 
however, make entries. This school says that in essence, the difference 
between the bookkeeper and the accountant is one of degree, with the 
bookkeeper applying judgment in the simpler situation and the account- 
ant in the more complex. To these people, the person who copies (‘posts’) 
and uses arithmetic under minute supervision or instruction is a ‘clerk’ 
—not to be differentiated from others doing similar work solely because 
the records on which he works are part of the ‘books of account.’”—From 
“The Accounting Function in Economic Progress,” by Herman W. Bevis, 
Journal of Accountancy, CVI (August 1958), 30. 
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William A. Newman, Fr. 


Evolutionary Changes in 
Auditing in the 


Federal Government 


Internal auditing in many federal agencies has progressed during the 
past decade from a narrow concept of auditing only financial trans- 
actions and records to the present-day concept of a broad service to 
management. Major changes have occurred also in the audit approach 
of the General Accounting Office. This article reviews the expansion of 
the GAO audit and of internal auditing in the Department of Defense 
in recent years. It is based upon an address given before the Twentieth 
Annual Ohio State University Institute on Accounting in Columbus, 
Ohio, on May 16, 1958. 

Mr. Newman is Deputy Director of the Defense Accounting and 
Auditing Division of the United States General Accounting Office and 
was President of the Federal Government Accountants Association in 
1957-1958. 


NOTEWORTHY progress has been made during the past decade 
in the concepts, policies, and practices in the audit function in the 
federal government. This progress has taken place on an evolu- 
tionary basis in both the independent audit performed by the 
United States General Accounting Office and the internal audits 
conducted by the federal agencies. 
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In many respects GAO’s audit methods are comparable to those 
of a large public accounting organization. In addition to its head- 
quarters office in Washington, it has 25 regional and branch offices 
in principal cities of the United States and foreign offices in Paris, 
London, Frankfurt, Rome, Madrid, and Tokyo. It has a staff of 
1,600 professional accountants, of whom more than 400 are CPA’s, 
Since 1955 nearly 500 college graduates have been recruited for its 
staff of professional accountants and auditors. 


U.S. GENERAL ACCOUNTING OFFICE 


The General Accounting Office was created by the Budget and 
Accounting Act of 1921 to make an independent audit of govern- 
ment operations. The act provides that “the Comptroller General 
shall investigate, at the seat of Government or elsewhere, all 
matters relating to the receipt, disbursement, and application of 
public funds...” (Sec. 312). His authority was clarified in sub- 
sequent legislation, particularly in the Accounting and Auditing 
Act of 1950, which provides as a matter of policy that “the auditing 
for the Government, conducted by the Comptroller General of the 
United States as an agent for the Congress be directed at determin- 
ing the extent to which accounting and related reporting fulfill the 
purposes specified, financial transactions have been consummated 
in accordance with laws, regulations or other legal requirements, 
and adequate internal financial control over operations is exer- 
cised, and afford an effective basis for the settlement of accounts of 
accountable officers” (Sec. 111). Also, the 1950 act provided for 
numerous improvements in the federal government’s accounting 
systems; directed the Comptroller General to prescribe principles, 
standards, and related requirements for accounting to be observed 
by each agency; and directed the Comptroller General to audit 
the financial transactions of each executive, legislative, and judicial 
agency of the government with due regard to generally accepted 
principles of auditing including consideration of the effectiveness 
of accounting organizations and systems, internal audit and control, 
and related administrative practices. 

Basic changes have taken place in the audit approach and 
program of the General Accounting Office since it was created, 
particularly since 1950. These developments were adequately 














CHANGES IN AUDITING 43 


described in the address of the Assistant Comptroller General in 
the 1956 Symposium issue of THE FEDERAL AccouNTANT.! I shall 
review briefly the major changes in the audit of the military depart- 
ments since the Comptroller General established the Defense 
Accounting and Auditing Division in March 1956. 

At that time work in the defense area consisted primarily of 
comprehensive audits of industrial fund activities (separate 
accounting entities like shipyards, arsenals, and the Military Sea 
Transportation Service), installation examinations, defense con- 
tract audits, site audits of civilian pay, the centralized audit of 
vouchers including military pay and allowances, and the settlement 
of disbursing officers’ accounts. These types of audits, with signifi- 
cant improvements, have been continued. It appears likely that 
the audit of pay and allowances of military personnel may best be 
continued indefinitely on a centralized basis. 

The major expansion since 1956 has been in the areas of pro- 
curement, supply management functions and operations, contract 
administration and contractor operations, and military assistance 
to foreign countries. Many of the Department of Defense activities 
are of such a nature that the audit work, to be most effective, must 
be geared to a defense-wide approach. The review of defense-wide 
activities is accomplished by work programs that encompass activ- 
ities at the Department of Defense level as well as activities con- 
ducted by the respective military departments. At the military 
department level the review of activities is made on a command 
or organizational basis, such as the U.S. Army Ordnance Ammuni- 
tion Command, or on a commodity basis, such as the procurement 
of the B-52 bomber for the Air Force. In some cases reviews of 
activities on a commodity basis, such as the Jet Engine Program, 
may involve two of the military departments. 

Emphasis in these areas required the development of a program 
to review and evaluate the management controls relating to pro- 
graming, budgeting, operating performance, accounting, and 
reporting. The general objective of the program is to determine 
how the management discharges its financial responsibilities. The 
scope of the work required by the program involves a review of 


*Frank H. Weitzel, “How the General Accounting Office Looks at Auditing in the 
Government,” Federal Accountant, VI (March 1957), 7-36. 
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activities, determination of related policies and conformance with 
authorizing legislation, review of procedures and their effective- 
ness, evaluation of internal audits and independent surveys, and 
examination of pertinent records and transactions to determine 
the adequacy of the related system of management controls. These 
reviews and evaluations are similar in many respects to those of 
management surveys made by public accounting and engineering 
firms. 


Review and Evaluation of Military Assistance Program 


An example of the type of reviews and evaluations that are 
being made under these newly developed programs is a review 
made in 1957 of the military assistance program as administered 
by the Department of Defense. 

Under the military assistance program the United States pro- 
vides equipment, supplies, and services on a grant or reimbursable 
basis to other friendly nations and to international organizations. 
The purpose of this assistance is to promote the foreign policy, 
security, and general welfare of the United States and to facilitate 
the effective participation of such nations in arrangements for 
individual and collective self-defense. The Congress has appro- 
priated more than $25 billion for the military assistance program 
through the fiscal year 1958. The President has requested an addi- 
tional appropriation of about $2 billion for the 1959 fiscal year. 

This review and evaluation included an examination of (1) pro- 
graming in all its stages, i.e., the determination of materiel require- 
ments by the military assistance advisory groups in France, Ger- 
many, Italy, Japan, Korea, Pakistan, Spain, Taiwan, and Turkey, 
their review by the unified military commands, at the Department 
of Defense level and in the Army and Air Force, and the deter- 
mination of program adjustments based on budget limitations, 
programing criteria, and force goals; (2) supply, storage, and 
shipment of end items from excess, reserves, or offshore pro- 
curement; (3) the control over receipt and utilization of materiel; 
(4) the determination, recovery, and redistribution of excesses; 
and (5) costs and pricing. 

The results of GAO’s examination were summarized in testi- 
mony before the House Foreign Affairs Committee in June 1957, 
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were reported to the Congress in August 1957, and were the sub- 
ject of extensive hearings in February 1958. In discussing this 
report, I want to emphasize that the work and assistance that GAO 
renders to the Congress, the Executive Branch, and the taxpayer 
concerns only the administration of the program and in no way 
involves an evaluation of basic mutual security program policies 
or concepts. GAO recognizes that much of the materiel with which 
it is dealing—records, reports, and other documentary matter—is 
affected by military, political, or economic considerations or deci- 
sions which it does not attempt to evaluate. These are strictly 
policy matters for determination by the Congress and the Presi- 
dent. However, GAO endeavors to point out the existence of such 
considerations, the extent to which they are involved in funda- 
mental programing decisions, and the significance or possible 
consequences of actions taken. 

Here are four of the basic findings and recommendations in 
the report on the military assistance program: 

1. The military force objectives approved as programing guides 
for United States support in certain allied countries are not always 
realistic in terms of recipient country manpower and financial 
capabilities, are not always mutually acceptable to the countries 
concerned, and are not always motivated by military considera- 
tions. In addition, these objectives are fiscally infeasible in that 
they cannot be achieved with the funds appropriated on an annual 
basis. Therefore, they require refinement through the application 
of a sound priority order to be useful guides for programing 
military assistance. 

GAO recommended that the Secretary of Defense review and 
re-establish approved force objectives after giving full considera- 
tion to recipient country capabilities, United States purposes, and 
the priorities of desired accomplishments. 

2. No estimates had been developed of the aggregate long-range 
costs of equipping, maintaining, and modernizing allied military 
forces or otherwise achieving United States objectives in the coun- 
tries being supported, although studies have been made in selected 
countries. 

GAO recommended that estimates be developed of the costs 
required to achieve approved force objectives in each country and 
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on a world-wide basis and that these estimates provide— 

a. A basis for bringing into balance United States objectives 
and United States capability to finance world-widely the build-up 
and maintenance of such objectives. 

b. A basis for long-range program planning. 

c. A framework for negotiations to achieve maximum country 
contributions. 

d. Standard of accomplishment to be met during the remain- 
der of the program. 

e. Support for authorization and appropriation requests, 
which should show long-range costs, the portion already funded, 
the portion requiring funds in the budget year, and the time- 
phased costs for carrying out the remainder of the program. 

3. In a number of countries the United States had programed 
and was delivering military equipment in excess of that which 
could be effectively absorbed and utilized by the recipients at 
their existing stage of development. The recipients either have 
not been able to use the aid furnished because of their financial 
and economic incapacity and their manpower limitations or they 
have not desired to use the assistance for the purposes intended 
by the United States. One factor that contributed to this situation 
had been the failure of overseas officials to follow or interpret in 
a reasonable manner Defense programing guidance. Responsibili- 
ties for controlling overseas agencies and for developing program 
requirements within the Department of Defense had not been 
clearly defined. GAO noted a diffusion of responsibility for pro- 
graming and an uncertainty over the method of processing the 
program submissions of overseas agencies within the Department 
of Defense. 

GAO pointed out that, in its opinion, increased efforts must be 
made to develop annual requirements on an austere basis within 
the demonstrated capability and willingness of the recipients. 
GAO recommended that the programing responsibilities of the 
various agencies within the Department of Defense be clarified. 

4. The military assistance program had never been subject to 
a systematic and continuous internal audit and management 
review. 
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GAO recommended that an internal audit program be estab- 
lished. 

Defense officials are generally in accord with GAO’s recommen- 
dations and have already instituted action in a number of areas 
designed to effect improvements in these areas. Some of these 
recommendations, however, involve consideration and determina- 
tions by the Secretary of State, National Security Council, or the 
President, as well as by the Congress. 


CONTRACT AUDITS 


The expansion of the review and evaluation of management 
controls relating to defense contract administration has resulted 
in the savings of millions of dollars for the taxpayer. 

Negotiated contracts for supplies and services for the military 
agencies are required by law to provide that the Comptroller 
General’s representatives are entitled within specified periods to 
examine the books and records of the contractors. These contract 
audits are optional with GAO, but nevertheless they are regarded 
as a very important part of its work and have required a substan- 
tial part of its manpower. 

In the absence of effective competition, the charge to the govern- 
ment for items procured under negotiated contracts is normally 
determined on the basis of actual or estimated costs to produce, 
plus a reasonable profit. It is therefore essential to evaluate the cost 
and profit factors making up the contract price. The basic objective 
in such audits is to examine the contract performance and adminis- 
tration functions to ascertain whether they were carried out on a 
sound and economical basis and to obtain corrective actions in 
cases where operating or procedural defects permit overcharges 
or waste to occur. The audits performed by the agencies are 
integral parts of contract administration; GAO audits are not. 
GAO audits are reviews and evaluations of contract activities 
carried on by the contractor and the agency; they are highly selec- 
tive in coverage and frequently more intensive than agency audits. 
Maximum use is made of the work done by agency auditors as well 
as reports and data prepared by the contracting officer and con- 
tractor, including the work performed by the contractor’s internal 
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auditors and the public accountants. The value of these GAO 
audits had been proved over and over again by findings which 
have resulted in the recovery of overpayments amounting to many 
millions of dollars and the correction of practices and procedures 
which, if not corrected, would have unnecessarily cost the govern- 
ment many more millions. 


INTERNAL AUDITING IN FEDERAL AGENCIES 


Much progress has been made during the past few years in 
internal auditing in federal agencies. Only a few years ago such 
auditing was directed primarily towards verification of the accounts 
of officials who had custody of money or property with emphasis 
on the disclosure of errors or irregularities in their accounts. Much 
of the progress in the development of the broader concepts of 
internal auditing has occurred within the past decade, and in my 
opinion is attributable in large measure to the leadership of the 
Institute of Internal Auditors. 

The first internal audit organization in a federal agency with 
broad authority to make independent reviews and appraisals of all 
activities and to report directly to the board of directors was estab- 
lished by the Home Owners Loan Corporation in 1933. Similar 
internal audit organizations, also reporting to the board of direc- 
tors, were created by two other agencies about that time, but the 
scope of their operations did not extend to all activities. During 
the period from 1933 to 1941 four additional agencies established 
internal audit organizations whose functions were quite restricted 
in comparison with present-day concepts. 

Between 1942 and 1946 little progress was made in the develop- 
ment of internal auditing because of the great effort required in 
the prosecution of the war. After the war the attention focused on 
the need for new approaches and new techniques as an aid to 
efficient management. The adoption of the new aids by manage- 
ment has brought rapid progress, particularly since 1949. Con- 
tributions to the progress in agencies were many. Among the most 
significant were: 

1. The establishment in 1948 of the Joint Program for Improv- 
ing Accounting in the Federal Government, which emphasized 
internal audit and control. 
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2. The National Security Act Amendments of 1949 creating 
internal audit organizations in the Department of Defense. 

3. Studies by the Hoover Commission, the Cooper Committee, 
and the General Accounting Office, which have highlighted inade- 
quacies in the management control of agencies. 

4. The Budget and Accounting Procedures Act of 1950 requir- 
ing the head of each executive agency to establish and maintain 
systems of accounting and internal control, including internal 
audit. 

I believe, too, that the Federal Government Accountants Asso- 
ciation, in its advocacy of good accounting principles and high 
standards of auditing, has been tremendously helpful in furthering 
the professional stature and independence of the internal auditors. 

The establishment of a broadly conceived internal auditing 
program in an agency is an evolutionary process which requires 
considerable time. To function properly the program must be 
understood and accepted by management officials, who use infor- 
mation supplied by internal audits, and by operating officials, 
whose activities are reviewed and appraised by the internal 
auditors. Highly selective recruiting and intense training is 
required to maintain the type of staff capable of making the reviews 
and appraisals encompassed in modern programs. The evaluation 
of internal controls and efficiency of operations, as a part of the 
internal audit function, frequently requires specialized services 
such as transportation specialists, engineers, appraisers, investiga- 
tors, and legal experts. Nevertheless many agencies have made 
very substantial progress in establishing programs conforming with 
present-day concepts. 

There can be no fixed pattern of management controls in the 
many diverse and complex agencies. It is generally agreed that the 
precise type of organization required to achieve the objectives of 
good internal auditing is not especially important so long as the 
top management is effectively served, appropriate reviews are 
made, and duplications are avoided. 

Most of the development in agency internal auditing, other than 
the audit of contractor operations, has taken place since 1950. 
Agency management has become increasingly aware of the inade- 
quacies in systems of operation in providing safeguards at all 
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operating levels for control over costs, expenditures, receipts, 
revenues, and assets. The need for assurances that authorized pro- 
grams are being conducted in an effective, efficient, and economical 
manner has been recognized. Despite the progress that has been 
made, there is still a great need for more effective internal auditing 
in the federal government. 

The Departments of the Army, Navy, and Air Force have a tre- 
mendous stake in their internal audit programs, both in terms of 
the staggering amounts of money involved and in the world-wide 
scope of their activities. The progress in their internal audit pro- 
grams has recently been commendable. Let me give you a brief out- 
line of the essential elements of their organizations and objectives. 

The National Security Act amendments of 1949 established in 
each of the three military departments a comptroller responsible 
for all budgeting, accounting, progress and statistical reporting, 
and internai audit in their departments and for related organiza- 
tion structure and managerial procedures. The law provides that 
each comptroller shall be under the direction and supervision of, 
and directly responsible to, either the Secretary, the Under Secre- 
tary, or an Assistant Secretary of the Department. 

The essential point that should be emphasized in discussing the 
internal audit programs in the military departments is that their 
current programs conform with the major aspects of present-day 
concepts—that they are in fact independent appraisal activities 
as a basis for service to management. 

In the Department of the Army, the Chief, Army Audit Agency, 
serves as a member of the staff of the Comptroller of the Army, 
represents him in matters pertaining to audit responsibilities and 
functions, and develops and executes applicable plans, programs, 
and policies. Regulations provide that the internal auditor's 
responsibility is to observe, review, appraise, evaluate, and examine 
financial and accounting policies, systems, and procedures, and 
performance thereunder, relating to all resources and operations 
for the purpose of reporting findings and recommendations for 
corrective action to management. 

The Army Audit Agency began its operations with a total 
strength of about 900, including about 400 in the professional cate- 
gory. Today it has 9 regional offices, including overseas offices in 
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Germany, Japan, and Alaska. There are 39 operating branch and 
area Offices and 52 residencies at military installations and con- 
tractors’ plants. These offices are located in most of the 48 states, 
Hawaii, Alaska, Puerto Rico, and such widely scattered foreign 
areas as the Canal Zone, France, Morocco, Korea, Libya, and 
Okinawa. The total strength is now about 2,400, including about 
1,500 auditors, all in the professional category. Three hundred and 
thirty-five of these auditors hold CPA certificates. 

Under its Auditor Intern Program, begun in 1954, 675 selected 
graduates of colleges and universities have been added to the 
agency’s staff. 

In 1953 installation-wide audits and related reporting to instal- 
lation commanders and higher levels of command were substituted 
for the account-type audits. The installation-wide audit includes 
concurrent examination of the financial effectiveness of all of the 
installation’s operations as an entity, including programing, 
budgeting, funding, accounting, purchasing, property control and 
disposal, and the other functions of the installation. 

A vertical-type audit introduced in 1956 enables the auditors to 
render a fuller audit service by the concurrent examination of 
selected transactions in all Department of the Army levels con- 
cerned with the determination of requirements, budgeting, fund- 
ing, procurement or manufacture, shipment, receipt, storage, issue, 
and end use. 

In 1957 a lateral-type audit was added as a companion to the 
vertical-type audit. The lateral-type audit is a concurrent Army- 
wide examination of the financial aspects of a common operation 
or function performed throughout the Army. 

Audit service for the Army has been significantly extended and 
improved during the past few years. Voucher verifications under 
cost-type contracts have evolved into broader examinations of con- 
tractors’ records and controls; and audits of major fixed-price 
redeterminable contracts have changed from a one-time approach 
at the redetermination point to a more effective examination 
throughout the life of the contract. Through the extended use of 
professional auditing procedures the audits were broadened to 
include physical observations and checks of operations, labor, 
inventories, and use of facilities. Audit service to procurement 
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officials was expanded to provide accounting counsel relating to 
contract. financing, contractual provisions which operated to the 
detriment of the government’s interest, pre-award surveys, initial 
and repricing negotiations, and other areas. ‘The expansion of audit 
service to individual contracting officers branched out to a wider 
service to the entire Army establishment through an evaluation of 
certain aspects of procurement actions. Basic contracts, supple- 
mental agreements, financing, payments and other contract admin- 
istration actions were reviewed in the light of the auditor’s knowl- 
edge of the contractors’ cost and operating experience, and dis- 
closures were made where the government’s interest appeared to be 
adversely affected. 

The Navy internal auditing is under the management and 
technical control of the Assistant Secretary of the Navy for Finan- 
cial Management, who is also the Comptroller of the Navy. The 
Comptroller delegates responsibility for internal auditing opera- 
tions to an Assistant Comptroller, who is assisted by the Director 
of the Internal Audit Division. The principal objective of internal 
auditing is to provide a protective and constructive service to all 
levels of management by means of independent appraisals and 
constructive suggestions and recommendations. The Navy recog- 
nizes that internal auditing deals not only with accounting and 
financial matters but may properly deal with matters of an operat- 
ing nature that have financial significance. 

The Navy audit organization includes 850 professional account- 
ants of whom about 10 per cent are CPA’s. Continuous internal 
audits have been established at 12 bureaus and offices and 13 major 
field activities to provide management with more timely and effec- 
tive audit service. Future plans provide for the establishment of 
approximately 60 continuous audit assignments. 

Internal audit coverage has been broadened significantly by the 
promulgation of specialized audit programs for the areas of pro- 
curement, supply management, inventory management, and 
government property in the possession of contractors. 

In the field of contract auditing, increased reliance is being 
placed on the internal controls established by private contractors. 
Audit emphasis is concentrated on the contractors’ procedures and 
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practices as a whole rather than on the cost items as charged to 
individual contracts. 

In the Air Force the Auditor General is the internal auditor. He 
is on the staff of the Comptroller of the Department. The Auditor 
General’s functions include the audit of both internal activities 
and contractual activities. He is required among other things to 
audit, review, appraise, and furnish reports to provide assistance to 
Air Force management at all echelons in achieving efficient admin- 
istration of accounting and financial matters related to the need, 
acquisition, custody, use, and conservation of Air Force funds, 
property, and other resources; initiate and perform audits, reviews, 
or surveys of the internal business and financial functions, systems, 
and accounts within or under the jurisdiction of the Air Force, 
including procurement activities. 

The Auditor General’s organization includes four district offices 
in the United States, foreign district offices in Germany and Japan, 
and about 300 residencies at Air Force bases and in contractors’ 
plants. His staff consists of more than 1900 professional accountants 
including about 150 CPA’s. Nearly half of this staff is engaged in 
the audit of procurement contracts. 

There are three areas that I would like to mention briefly in 
which the Air Force has done notable work. These are in the 
application of statistical sampling techniques to auditing, the 
development of techniques for audit of electronic data processing 
systems, and the development of what the Air Force terms “directed 
audit programs.” 

Many accountants and auditors in industry and government have 
long recognized the potential benefits of applying statistical 
sampling methods to increase the effectiveness of the auditor’s test 
checking. In 1953 the Air Force Auditor General initiated a 
research program in this area, the results of which have gained 
widespread recognition throughout the accounting profession. 
Feasibility studies and tests were conducted in 1954 and 1955; and 
in 1956 a few field audit tests using statistical sampling techniques 
were performed under actual working conditions. In the fiscal years 
1957 and 1958 many audits using these techniques were performed, 
covering areas such as military pay, supply operations, motor 
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vehicle inventories, costs and expenses of defense contractors, and 
several procurement programs. These studies and field audits 
proved the practicability of the statistical sampling methods. This 
agency is now integrating statistical sampling techniques into its 
internal and contract audit programs to the fullest practical extent. 

The use of electronic equipment for data processing is a rela- 
tively new science, and there is a general lack of experience for the 
audit of. such systems. Over the past three years the Auditor 
General has been studying these problems and developing audit 
guidelines and programs for electronic data-processing systems. 
Initial study has shown that the auditors engaged in this work will 
need specialized training. An extensive training program for field 
audit personnel, begun early last year, is substantially completed. 

The term “directed audit programs” refers to uniform, detailed 
audit programs, printed in working paper format, covering those 
phases of an account or activity which are of primary interest to 
top Air Force management. These programs are prepared by the 
Auditor General staff and are distributed for simultaneous world- 
wide application by Air Force auditors. The Air Force audit 
organization differs somewhat from the Army and Navy in that 
it works with a resident auditor concept as opposed to mobile or 
traveling auditors. The Air Force thus has the capability for con- 
current world-wide execution of a standard audit program. It gives 
the Air Force a summarization capability with respect to audit 
reporting, which is often useful in presenting a command-wide 
or service-wide picture for management purposes at the top 
echelons. I should emphasize that only selected phases of activities 
are to be covered by directed audit programs. The Air Force 
recognizes that its auditors must still use initiative, judgment, and 
professional ability to identify local needs which may not be 
covered by the directed programs and to extend their audit cover- 
age accordingly. 


RELATIONSHIP OF INTERNAL AND GAO AUDITS 


Officials of GAO are sometimes asked whether their audits 
duplicate in some respects those of the agencies’ internal auditors. 
The answer to that question is based upon the difference between 
the final objectives and responsibilities of GAO and the agencies. 
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GAO recognizes and has a vital interest in the accounting and 
internal control procedures of the agencies, because they are the 
basic points for effective control of the government’s financial 
operations. As I mentioned earlier, GAO is required to give due 
regard to the effectiveness of agency accounting, internal controls, 
and related administrative practices. Its position in that respect 
is somewhat similar to that of public accountants. It has the respon- 
sibility to review agency management controls, including internal 
audits. It may accept or reject the work of the internal audit group, 
but in any event it must do sufficient detailed work to evaluate 
the work of internal auditors. In practice this is an appraisal, not 
a duplication. In 1957 the Comptroller General issued a statement 
of basic principles and concepts of internal auditing to the heads 
of all federal government departments and agencies. This state- 
ment enunciates principles and concepts that are generally in 
consonance with those advocated by the Institute of Internal 
Auditors, and it contains an explanation of the relationship of 
internal auditing to GAO’s audit responsibilities. 

As an official of GAO during the past twelve years I have had an 
opportunity to observe the management of federal agencies. 
Internal auditing in many cases has progressed from a narrow con- 
cept of auditing only financial transactions and records to the 
present-day concept of a broad service to management. This 
evolution is still going at high speed. I believe that the professional 
stature of the internal auditor will become more firmly established 
as progress continues. 


CONCLUSION 


Many federal agencies, both civil and military, have made excel- 
lent progress in the application of modern principles and practices 
of auditing. In some cases, however, progress has been distres- 
singly slow, and results have not been satisfactory. Nevertheless, 
the evidence indicates that, in general, greater progress has been 
made during the last decade than during any other period in the 
history of the federal government. 








Selected Readings in 


Financial Management 


Speakers at the 1958 Financial Management Institute sponsored by 
the Civil Service Commission and the Interdepartmental Committee on 
Management Intern Programs were asked to submit a list of recom- 
mended readings to furnish participants attending the sessions with 
background knowledge of the concepts to be discussed. 

The selected bibliography presented below by major subject headings 
was condensed by the editorial staff of THE FEDERAL ACCOUNTANT from 
these lists of recommended readings and supplementary references. The 
complete bibliography includes other references and more details which 
will be of interest for more extensive study in special fields. Copies of 
the complete bibliography may be obtained from the Director of the 
Management Intern Programs, Civil Service Commission. 

The participants were selected from persons nominated by the vari- 
ous executive agencies from employees and officials engaged in per- 
forming duties of a financial management nature at the middle- and 
upper-grade levels in Washington and the field. The speakers were 
policy-making officials of the government in the several branches of 
financial management from the General Accounting Office, Treasury 
Department, Bureau of the Budget, and several of the larger operat- 
ing agencies. The speakers and the subjects were selected with the 
technical advice and assistance of an ad hoc committee of financial 
management officials from the central fiscal agencies and five of the 
participating agencies. Mr. Raymond Einhorn was chairman of the 
ad hoc committee of financial management officials which advised the 
Civil Service Commission in arranging for the Institute. He is an 
Associate Director of the Accounting and Auditing Policy staff of the 
General Accounting Office. 
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Technical Accounting 


Developments 


STUDY OF MANPOWER UTILIZATION 


THE House of Representatives Committee on Post Office and 
Civil Service has issued a report by its Subcommittee on Manpower 
Utilization entitled “Study of Manpower Utilization in Financial 
Management Functions in the Federal Government,” House 
Report No. 2512, August 7, 1958. The financial management func- 
tions covered in the report include accounting, budgeting, dis- 
bursing and related activities, internal auditing, financial and cost 
analysis, assembling, processing, and presenting related statistical 
data, and other related reporting. The report shows personnel of 
33,552 on June 30, 1957, in the civilian agencies engaged in finan- 
cial management functions, which is a reduction of 15.4 per cent 
since June 30, 1950. The Department of Defense had 74,039 
civilian and 30,599 military personnel engaged in fiscal manage- 
ment on June 30, 1957. Information for selected comptroller 
organizations indicates that this is an increase over the 1950 level. 

The subcommittee report recommends that (1) the Secretary 
of Defense undertake a comprehensive study of the financial 
management functions performed by the three military services to 
determine and take prompt action to eliminate overorganization, 
duplication of procedures, unnecessary recordkeeping, and other 
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wasteful practices; (2) the Secretary of the Air Force take immed- 
iate steps to render the necessary decisions and provide leadership 
to complete action on the recommendations made by the General 
Accounting Office in an earlier study of the activities of the Air 
Force Comptroller organization; (3) the Secretary of Defense 
undertake a survey of dual staffing by civilian and military per- 
sonnel in the financial and statistical service areas of the three mili- 
tary services; (4) the General Accounting Office evaluate reports 
submitted by the Secretary of Defense on dual staffing and take 
appropriate follow-up action where necessary; (5) the Bureau of the 
Budget further accelerate its efforts under the joint program for 
improving accounting, particularly in the Defense Department; 
(6) adequate evaluation of the anticipated economy and efficiency 
be made by the departments and agencies before they reach the 
decision to purchase or rent costly electronic data-processing equip- 
ment; and (7) all departments and agencies gear their staffing to 
actual needs and not to the amounts of funds that might be avail- 
able to absorb personnel costs. 


FINANCIAL MANAGEMENT INSTITUTE 


The Civil Service Commission conducted a one-week Financial 
Management Institute in Washington from September 15 to 19 
and again from October 6 to 10, 1958. Each session was attended 
by about two hundred selected federal employees and officials 
engaged in performing duties of a financial management nature 
in the various executive agencies in Washington and the field. 
The topics covered encompassed the various fields of financial 
management specialization (organization, accounting, budgeting, 
reporting, and auditing) and the integrated use of these skills in the 
management of a government program. Both current methodology 
and a view of emerging patterns and controversial questions were 
considered. Each of the topics was developed through lectures, 
discussions, and workshops and by required readings. A group of 
twenty-seven policy-making officials of the General Accounting 
Office, Treasury Department, Bureau of the Budget, and several 
other agencies conducted the various sessions. An ad hoc inter- 
departmental committee of finance officials assisted the Civil 
Service Commission in planning and arranging the Institute. 
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GOVERNMENT EMPLOYEES TRAINING ACT 


Basic and general legislation for the training of federal 
employees through both government and nongovernment facil- 
ities, applicable to most federal civilian personnel, was enacted 
in the Government Employees Training Act, Public Law 85-507, 
approved July 7, 1958. This general legislation supersedes special 
authority previously granted to several executive agencies. The 
act declares it to be the policy of Congress 
(1) that, in order to promote efficiency and economy in the operation 
of the Government and provide means for the development of maxi- 
mum proficiency in the performance of official duties by employees 
thereof, to establish and maintain the highest standards of performance 
in the transaction of the public business, and to install and utilize 
effectively the best modern practices and techniques which have been 
developed, tested, and proved within or outside of the Government, it 
is necessary and desirable in the public interest that self-education, 
self-improvement, and self-training by such employees be supplemented 
and extended by Government-sponsored programs, provided for by this 
Act, for the training of such employees in the performance of official 
duties and for the development of skills, knowledge, and abilities which 
will best qualify them for performance of official duties... . 


The act requires each agency to survey its training needs and to 
prepare, establish, and maintain training programs in conformity 
with the act and regulations prescribed by the Civil Service Com- 
mission. The Commission has issued preliminary information and 
regulations in its Departmental Circular No. 962, dated July 15, 
1958, and supplements of July 22 and August 7. 


RECRUITING COLLEGE GRADUATES 


Section 13 of the Federal Employees Salary Increase Act of 1958 
(Public Law 85-462, June 20, 1958) amends the grade definitions 
at GS-5 and GS-7 to remove restrictions which have prevented the 
recruitment of college graduates with bachelor’s degrees but no 
significant experience at any grade above GS-5 for professional, 
scientific, technical, and similar entry-level positions. 

The Civil Service Commission announced its basic plan of action 
to implement this amendment in its Departmental Circular No. 
956, June 20, 1958, and Supplement No. 1, July 18, 1958. The staff 
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of the Commission consulted with agencies through a committee of 
its Inter-Agency Advisory Group regarding the best way to imple- 
ment the amendment. After consideration of a variety of views 
and suggestions, the Commission decided that the basic method to 
be used would be to modify its qualification standards to permit 
highly qualified college graduates with a bachelor’s degree but no 


significant experience to qualify at the GS-7 level. College grad- | 


uates who do not meet the “highly-qualified” standards will still 
be eligible for appointment at the GS-5 level. The agencies are 
cautioned to appoint such highly qualified college graduates only 
to jobs which are clearly in the lower rungs of a true career ladder, 
so that these especially well qualified appointees will not find them- 
selves in “dead-end” jobs. This approach places special emphasis on 


the need to attract more people of high quality to careers in the | 


civil service. Not only does it give such appointees a higher rate 
of pay, but it also provides them with more challenging and respon- 
sible work upon entry into the service. 

The Commission is developing specific standards and rating 
procedures for use in determining which college graduate appli- 
cants are “highly qualified” and how they will be ranked on the 
appropriate GS-7 register. Detailed instructions will be issued later. 
Until that time, existing qualification standards will remain in 
effect. 


SURVEY REPORT ON AUTOMATIC DATA 
PROCESSING 


A special report has been made by the General Accounting 
Office to the Congress entitled “Survey of Progress and Trend 
of Development and Use of Automatic Data Processing in Business 
and Management Control Systems of the Federal Government as 
of December 1957.” The survey was undertaken because of the 
need to assemble basic information on the nature and direction 
of effort being expended in the federal government on such 
systems, to consider some of the results of those efforts, and to 
identify problems requiring co-ordinated attention. 

The survey report states that 121 electronic systems for business 
and related data processing had been installed as of December 31, 
1957. The annual rental cost of the equipment leased was over 20 
million dollars, and over 9 million dollars had been expended 
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to purchase equipment. In addition, 86 machines had been 
approved for installation by various departments and agencies. 
These involve a purchase cost of 3 million dollars and annual 
rental costs of 12 million dollars. Also, 69 other electronic data- 
processing systems were in the planning stage in the Department of 
Defense as of December 31, 1957, but had not yet been approved 


| for installation. 


The report states that experience so far suggests that the possibil- 
ities for significant changes in government operations which 
require the handling of large volumes of transactions or data are 
great and that significant improvements are possible in the 


| efficiency and economy with which such operations can be carried 


out. It also says that in some agencies, particularly in the Depart- 
ment of Defense, important advances in achieving more effective 
and more efficient management control over major phases of opera- 
tions have been made. Closely related operations have been inte- 
grated into a single system in some instances as an outgrowth of 
extensive examination and evaluation of interrelated procedures 
and management needs. The possibilities of integration of pro- 
cedures through electronic methods, the report points out, exist 
not only within an agency and between agencies, but also between 
government agencies and organizations outside the government. 


JOINT ACCOUNTING IMPROVEMENT PROGRAM 


The Director of the Bureau of the Budget, the Secretary of the 
Treasury, and the Comptroller General of the United States have 
issued a 26-page pamphlet, The Joint Program for Improving 
Accounting in the Federal Government: Its Scope, Objectives, 
Concepts, Methods, dated May 1958. It is a revision of a pamphlet 
issued in 1953. 

The foreword to the revised pamphlet states that the Joint Pro- 
gram has grown in experience and stature since it began about ten 
years ago and now occupies a permanent place in the organization 
of the federal government. The foreword also observes that this 
joint effort has produced many significant accomplishments that 
have ingendered a growing interest both inside and outside the 
federal government. 

These accomplishments have been reported in annual progress 
reports. The Tenth Annual Progress Report is scheduled to be 
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issued in December. It is to contain a special section showing 
what has been accomplished and what remains to be done on each 
of the major objectives established in Bureau of the Budget Bul- 
letin No. 57-5, Improvement of Financial Management in the 
Federal Government, October 1956. Information for use in pre- 
paring this section of the progress report was requested from each 
executive agency by the Bureau of the Budget in its Bulletin No. 
59-2, Status of Financial Management Improvement Efforts, Aug- 
ust 6, 1958. 


ACCRUED EXPENDITURE LIMITATIONS 


Legislation to give substantial effect to the recommendation of 
the second Hoover Commission that Congress appropriate funds 
in terms of annual accrued expenditures, rather than in terms 
of obligations to be incurred, was enacted as Public Law 85-759, 
approved August 25, 1958. This act provides that appropriations 
will continue to be made on the obligation basis but each appro- 
priation supported by a satisfactory system of accrual accounting 
may include a limitation on annual accrued expenditures. 

Obligations incurred represent orders placed, contracts awarded, 
services received, and similar transactions during a given period 
requiring future payment of money. Annual accrued expenditures 
are defined as relating to goods and services received in a fiscal year, 
advance payments, progress payments, and such other payments 
as are authorized to be made by law. 

The accrued expenditure limitation is designed to concentrate 
attention on the cost of programs planned for the budget year and 
to require systematic annual review of such programs and the 
available appropriation balances. The act expires April 1, 1962. 


EFFECTS OF ALASKA STATEHOOD 


The President has directed the Bureau of the Budget to take the 
initiative in the Executive Branch, beyond the regular responsibil- 
ities of the Department of the Interior, in making a study of the 
effects of the admission of Alaska to statehood on federal laws and 
activities. The Bureau’s Bulletin No. 59-1, August 4, 1958, 
requests each agency to review the laws which it administers and 
to develop proposed drafts of any necessary amendments. Each 
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agency is also to review its related organization and activities and 
its grants-in-aid programs and to report to the Bureau on the 
actions necessary and their effect on the agency’s budget. 


INCREASED PAY COSTS 


Funds were provided by Public Law 85-472, approved June 30, 
1958, for the costs in the fiscal year 1958 of pay increases granted by 
or pursuant to Public Law 422 (for the uniformed services), Public 
Law 426 (for postal employees), and Public Law 462 (for classified 
civilian employees). The heads of the executive agencies and 
designated officers of the District of Columbia and the legislative 
and judicial branches were authorized to transfer from the unobli- 
gated balance of other appropriations which expired for obligation 
on June 30, 1958, such amounts as were necessary for meeting such 
increased pay costs. When they had exhausted the funds available 
for transfer, they were authorized to certify the additional amounts 
required and those amounts, plus the above transfers, were added 
to the appropriations from which the salaries were paid. Approval 
by the Director of the Bureau of the Budget was required of the 
transfers and supplemental appropriations for the executive agen- 
cies. Complete reports of these appropriations and transfers were 
made by the various agencies to the Bureau of the Budget, and a 
consolidated report was made by the Bureau to the Congress. 

Bureau of the Budget Bulletin No. 58-8, June 30, 1958, estab- 
lished the policy that the increased pay costs for the fiscal year 1958 
would be absorbed so far as possible within the respective appro- 
priations or by authorized transfers and that supplemental appro- 
priations would be approved only when such absorption was not 
feasible. For the fiscal year 1959 the agencies are instructed to make 
every effort to absorb the additional pay costs within the respective 
appropriations and funds. The apportionments for 1959 may 
anticipate supplemental appropriations only where it is clear that 
the possibilities of absorption have been exhausted. 


DEVELOPMENT LOAN FUND CORPORATION 


The Development Loan Fund, which was established by the Act 
of August 14, 1957 (22 U.S.C. 1870 et seq.), to make loans, credits, 
or guaranties to promote the economic development of under- 
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developed countries, was incorporated by the Mutual Security Act 
of 1958 (Public Law 85-477, June 30, 1958) as a wholly-owned 
government corporation subject to the applicable provisions of the 
Government Corporation Control Act. The corporation, to be 
known as the Development Loan Fund, will be subject to the 
direction and supervision of the President. The management of 
the Fund is vested in a Board of Directors consisting of the Under 
Secretary of State for Economic Affairs, who shall be Chairman, 
the Director of the International Cooperation Administration, the 
Chairman of the Board of Directors of the Export-Import Bank, 
the Managing Director of the Fund, and the United States Exec- 
utive Director on the International Bank for Reconstruction and 
Development. 


LEASE AGREEMENTS 


The Federal Property and Administrative Services Act of 1949 
has been amended to authorize the Administrator of General 
Services to lease space for federal agencies for periods not exceed- 
ing ten years (Public Law 85-493, July 2, 1958). Such leases could 
not heretofore exceed five years. 


TELEPHONE ACCOUNTING SYMPOSIUMS 


A series of one-day Telephone Accounting Symposiums were 
held during September 1958 in various parts of the country for 
certified public accountants who audit the records of Rural Elec- 
trification Administration telephone borrowers. These meetings 
were to promote a better understanding of the minimum standards 
established by the REA for these audits and to provide an oppor- 
tunity for discussion of the accounting requirements for telephone 
utilities. The meetings were conducted by the REA Telephone 
Program accounting staff. 

Similar conferences were held in the latter part of 1956 to dis- 
cuss the audit of the REA’s electric borrowers. Members of the 
Electric Program accounting staff were present at the September 
meetings to discuss questions raised with respect to these audits. 


CODE OF ETHICS 
The Congress has adopted a “Code of Ethics for Government 
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Service” (H. Con. Res. 175, 85th Congress, July 11, 1958). It was 
enacted as a declaration of fundamental principles or basic stand- 
ards of conduct as a guide to persons in the government service. 
The Senate Committee on Post Office and Civil Service describes 
the code as 


a needed yardstick for the use of all who serve in the Federal service 
and for the use of those being served with which to measure and judge 
the propriety of official and personal conduct of every public official 
and employee—whether elected or appointed—and without regard to 
the position held or the duties performed [Congressional Record, Vol. 
104, No. 126 (July 25, 1958), p. A6706}]. 


The House Committee on Post Office and Civil Service made 
the following comment in reporting the proposed resolution: 


The committee emphasizes that this resolution in no way reflects on 
the integrity or the efficiency of the great body of Federal employees. 
The vast majority of men and women in our Government are con- 
scientious, able, loyal, and honest public servants—above criticism in 
their official conduct. Their personal and official actions are guided by 
ethical standards as high and strict as the letter and spirit of any code 
that could be written into law. These men and women will welcome 
the adoption, in this code of ethics, of an affirmation of their own 
high standards. It will strengthen their hand in guiding and correct- 
ing any tendency toward cynicism of the high trust associated with 
public service, or deviation from proper conduct, that is bound to 
occur among some few in a Government as great and complex as the 
Government of the United States [ibid.]. 


The “Code of Ethics for Government Service”’ is as follows: 


Any person in Government service should: 

1. Put loyalty to the highest moral principles and to country above 
loyalty to persons, party, or Government department. 

2. Uphold the Constitution, laws, and legal regulations of the 
United States and of all governments therein and never be a party to 
their evasion. 

3. Give a full day’s labor for a full day’s pay; giving to the per- 
formance of his duties his earnest effort and best thought. 

4. Seek to find and employ more efficient and economical ways of 
getting tasks accomplished. 

5. Never discriminate unfairly by the dispensing of special favors 
or privileges to anyone, whether for remuneration or not; and never 
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accept, for himself or his family, favors or benefits under circumstances 
which might be construed by reasonable persons as influencing the 
performance of his governmental duties. 

6. Make no private promises of any kind binding upon the duties 
of office, since a Government employee has no private word which can 
be binding on public duty. 

7. Engage in no business with the Government, either directly or 
indirectly, which is inconsistent with the conscientious performance 
of his governmental duties. 

8. Never use any information coming to him confidentially in the 
performance of governmental duties as a means for making private 
profit. 

9. Expose corruption wherever discovered. 

10. Uphold these principles, ever conscious that public office is a 
public trust. 
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Current Publications 


BOOKS AND PAMPHLETS 


American Institute of Certified Public Accountants, Committee on 
Accounting Procedure. Declining-Balance Depreciation. (Account- 
ing Research Bulletin No. 44, revised; supersedes Accounting Re- 
search Bulletin No. 44 issued in Oct. 1954.) New York: The Insti- 
tute, July 1958. 6 pp. $0.25. 


The original Bulletin No. 44 stated that “deferred income taxes need 
not be recognized in the accounts unless it is reasonably certain that 
the reduction in taxes during the earlier years of use of the declining- 
balance method for tax purposes is merely a deferment of taxes until 
a relatively few years later, and then only if the amounts are clearly 
material.” 

The revised bulletin states that when “the declining-balance method 
is adopted for income tax purposes but other appropriate methods are 
used for financial accounting purposes...accounting recognition 
should be given to deferred income taxes if the amounts thereof are 
material,” except in cases which make such procedure inappropriate. 


ARTICLES 


Beckett, John A. “The Background for Making Effective Capital 
Commitment Decisions,” The Controller, 26 (July 1958), 316-318, 
348. 


The author discusses problems of committing funds to capital pur- 
poses. Many of the techniques used for evaluating capital investments 
should be considered suspect because capital commitments are not 
made wholly on the basis of measurable quantities. 
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Bevis, Herman W. “The Accounting Function in Economic Progress,” 
Journal of Accountancy, 106 (Aug. 1958), 27-34. 


“The significance of accounting in an industrial economy has been 
growing so rapidly that it is difficult to keep up with current develop- 
ments, much less predict the future. 

“To provide a solid basis for future planning, the American Insti- 
tute’s committee on long-range objectives has devoted a lot of hard 
thought to the place accounting occupies in today’s environment, and 
to what will be expected of accountants as society becomes even more 
complex.” 

This is the first of a series of articles to present the committee's 
thinking. The author offers a careful analysis of the accounting func. 
tion in terms of its significance and the responsibilities of those who 
practice it. 


Bunji, Aoyagi. “Sociological Accounting,” Journal of Accountancy, 
106 (July 1958), 51-55. 


The author suggests an approach to the problems of income deter- 
mination based on equity and utility. In the author’s view a distinction 
should be drawn between accounting as an art or science on the one 
hand and accounting as an action or profession on the other. Mr. 
Aoyagi believes that a more careful and conscious formulation of basic 
postulates will clarify many points which are now subject to disagree- 
ment in practice. 


Canning, Robert J. “Training for an Accounting Career,” Account- 
ing Review, 33 (July 1958), 359-367. 


The author discusses the highly successful financial training program 
of the General Electric Company. 


Clark, Harry. “Stores Economy Through ‘Free Access’ Materials,” 
N.A.A. Bulletin, 39 (July 1958), 67-72. 


The author describes the system used by his company, which provides 
for less record-keeping for detailed categories of supplies yet provides 
for safeguards against the misuse of items. 


Flewellen, William C. “Historical vs. Current Cost as Depreciation 
Bases,” N.A.A. Bulletin, 39 (Aug. 1958), 37-45. 


“The author of this article offers a ‘run-down’ of arguments on each 
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side of the ‘depreciation controversy’ and finds that proponents of con- 
flicting views are still far from resolving differences.” 


Hennessy, J. H., Jr. “Is a Standard Cost System the Answer?” Journal 
of Accountancy, 105 (June 1958), 57-63. 


“In considering the applicability of a standard cost system to a 
client’s operations, the accountant should first find out what the man- 
agement thinks such a system will and will not accomplish. The author 
furnishes a list of questions which should be asked to clear up possible 
misunderstandings, and to determine whether installation of a standard 
cost system will in fact accomplish what is expected from it. If the 
answers to many of the questions are negative, attempts to develop 
standard costs may be hazardous.” 


Inman, Charles N. “Managerial Auditing of Operations,” Internal 
Auditor, 15 (June 1958), 42-50. 


“The venture of the internal auditor into fields outside accounting 
has often been haphazard. As a result he is liable to produce ineffective 
results that may be damaging to his company, his profession and him- 
self. The author carefully examines the nature of operational auditing, 
the responsibilities assumed by the internal auditor, and the orderly 
approach he should make in preparing himself for, and conducting, 
this type of work.” 


Lammie, H.R. “Return on Capital Employed,” Journal of Account- 
ancy, 106 (Aug. 1958), 35-41. 


“Return on capital employed can be calculated by dividing profit 
by capital employed, but more meaningful information can be obtained 
if a formula including sales figures is used. 

“After explaining his formula, Mr. Lammie illustrates its use as a 
tool for measuring division performance and product profitability, and 
also as a tool for planning capital appropriations, inventory require- 
ments, product pricing and budgeting.” 


Mautz, R. K., and Robert E. Schlosser. “Standards for the Review of 
Internal Control,” Journal of Accountancy, 106 (July 1958), 27-31. 


“Review of internal control is universally accepted as a basic step 
in planning an audit program. The authors suggest, however, that there 
is no general agreement or authority for deciding whether the auditor 
should adopt a broad or narrow definition of internal control. 
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“In their views, the auditor should look beyond controls in the 
financial and accounting departments ‘to determine the extent of 
physical safeguards and alternative control measures in use as well as 
to investigate the reliability of data supplied to the accounting depart. 
ment by other divisions of the enterprise.’ 

“Recognizing that there may be considerabie difference of opinion 
on the subject, they propose five tentative standards for the review of 
internal control. Whether these or other standards are generally ap. 
proved, they stress the importance of defining more clearly the auditor's 
responsibility in this area.” 


Morey, Lloyd. “Greater Recognition Is Needed of Applicable Prin- 
ciples in Governmental and Institutional Accounting,” Accounting 
Review, 33 (July 1958), 469-471. 


The author, an authority in the field of governmental and institu- 
tional accounting, states the need for greater recognition of applicable 
principles in governmental and institutional accounting. “Through the 
joint efforts of the Hoover Commission, committees of accountants, and 
government departments, great strides are being made in accounting 
in the greatest business enterprise in the world, the Federal Govern- 
ment.... There is need and opportunity for greater interest in and 
attention to the field of nonprofit activities....for a more positive 
pronouncement and identification of the applicable principles (of gov- 
ernmental and institutional accounting) so that these principles will 
be recognized and accountants will be guided thereby.” 


Paine, Philip E. “Audit Control of Time-And-Material Subcontract. 
ing,” N.A.A. Bulletin, 39 (Aug. 1958), 85-94. 


The author describes in detail an effective and diplomatic check— 
and revision, if needed—of the billing rates charged by subcontractors 
for purchases made in the course of time-and-material contracts. 


Pelej, Joseph. “Budgeting and the Corresponding Modernization of 
Accounting,” Journal of Accountancy, 105 (June 1958), 65-68. 


The author discusses the use of budgets as a tool for management 
control and concludes that effective budgetary control will increase the 
usefulness of the independent auditor by enabling him to make a better 
analysis of operations. 
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Schmidt, Victor. “Constructing and Using a Flexible Budget for 
Manufacturing Cost Control,” N.A.A. Bulletin, 39 (July 1958), 79-86. 


The article describes weekly, and sometimes daily, reports which 
feature the control media provided by this company’s budget with 
monthly operating reports necessary but supplementary for control 
purposes. 
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